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BANK MANAGEMENT 


By WALTER KENNEDY 
President, First National Bank, Montgomery, Ala. 


A comprehensive guide on sound principles, policies and pro- 
cedures in all the functions of a commercial bank. For the first 
time a concise book has been prepared for bank executives, and 
those who aspire to become executives, which discusses the functions 
of a bank from the viewpoint of the Chief Executive. It is a book 
for the generalist who is concerned with the over-all responsibility 
of bank management and also for the specialist in one or more 
phases of banking who desires to have a sound understanding of the 
major activities of bank work, outside his own field. 


A practical reference manual based on many years of actual 
executive administrative and operating experience. 
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Practical Cost Accountin g 
for Banks 


by 
MARSHALL C. CORNS 


The answer to determination of bank costs written by a 


recognized authority on bank cost accounting for 


the cost conscious banker. 


| For the first time, a practical book on bank cost accounting, bankers 
have been wanting for years, complete with detailed instructions to enable 
my banker who is cost-conscious to determine the profitableness of his 
operations and cost of services rendered. Use of this book will provide the 
facts” for revising Account Analysis Methods and Service Charge Schedules. 


With this practical tool of management in concise and simple form at your 
sfngertips, it will no longer be necessary to “guess” your costs. Every 
banker who uses this book properly can determine the profit or loss of any 
department of his bank, the actual cost of performing every operation, and 
providing every service, merely by completing the schedules and applying 
his own income, expense, and activity figures to the work papers and exhibits, 
step by step, according to the detailed instructions. 
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including for the first time a collection 


of annotated forms of wills and trusts 


The first edition of this book has 

been the standard guide for estate 
planners. Now, all sections of the 
work have been re-examined and 
revised to give you the most up-to- 
date, authoritative, step-by-step cov- 
erage of all aspects of estate plan- 
ning. 
The broad scope of the Handbook 
is sufficient assurance of its practical 
value. The following special features 
increase its usefulness: 

A newly added collection of an- 
notated forms (204 pages), includ- 
ing, among others, a simple will and 
codicil, wills with a variety of family 
trust provisions, a will and revocable 
trust employing the pour-over tech- 
nique, and two stock purchase agree- 
ments and trusts. 


Practical answers to questions relating 


Completely rewritten chapters on 
taxation, bringing you up to date on 
this vital aspect of estate planning, 
with special emphasis on the marital 
deduction. 


Expanded treatment of life insur- 
ance and particularly business insur- 
ance trusts. 


This valuable work is the result of 
a vast amount of practical, firsthand 
experience in all aspects of estate 
planning. The authors worked to- 
gether for fifteen years and devoted 
most of their time in practice to 
problems in the field. Mr. Farr, 
who collaborated with Mr. Shattuck 
in the preparation of this Second 
Edition, also worked with him in the 
preparation of the First Edition. 
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Federal Tax Liens: 
Effects of The American Bar Association 
Proposals on Banks and Secured Lenders 


WILLIAM T. PLUMB, JR. 


The Federal Government possesses a powerful weapon for 
the collection of delinquent taxes, a sweeping lien which at- 
taches to all property of the taxpayer, real, personal, or in- 
tangible, which he then owns or thereafter acquires. That lien 
has been a matter of increasingly grave concern to banks, in their 
capacities both as creditors and as debtors of persons who are or 
may become delinquent in their taxes. That concern is based 
principally on a series of Supreme Court decisions, most of them 
unenlightening per curiam reversals, which lay down the rule 
that no contractual or statutory lien can prevail over even a 
subsequently arising federal tax lien unless the non-federal lien 
meets a most exacting standard of “choateness.” Regardless 
of state laws to the contrary, a private lien securing a contingent 
or unliquidated claim, or which attaches to a shifting mass of 
property, is regarded as “inchoate” and is subordinated even to 
federal tax liens that did not exist when the private lienor ex- 
tended credit on the faith of the debtor's property. The 
alarming trend of those decisions moved the American Bar 
Association to appoint a special Committee on Federal Liens, 
whose legislative recommendations were approved by the As- 


Reprinted by permission from The Business Lawyer, April 1959. 

1A comprehensive 150 page discussion of all phases of present law is found in 
Plumb, Federal Tax Collection and Lien Problems, 13 Tax L. Rev. 247 and 459 
(1958), reprints of which are obtainable for $2.00 from the author, 5214 Kenwood 
Ave., Chevy Chase, Maryland, 
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sociation on February 23, 1959. Those recommendations in- 
corporate a number of proposals that have long been advocated 
by banking lawyers. It is the purpose of this article to explain 
those proposed provisions which affect banks, in each of the 
capacities in which they may be concerned, and also to explain 
the omission of other provisions which banking lawyers have 
advocated. 

The Committee was confronted at the outset with a choice 
of approaches. One proposal was that the United States should 
simply take its place like any other lien creditor, as state law 
might provide. The other was for Congress itself, not the state 
legislatures, to determine on a selective, nationally uniform basis 
which liens and security interests involved such equitable ele- 
ments of reliance and/or added value as to justify preferring 
them over the pressing need for revenue. The latter approach 
was adopted by the Committee and approved by the Associa- 
tion. 


MORTGAGES AND SECURITY INTERESTS, 
GENERALLY 


Of primary importance are the provisions which would 
enlarge or affect the protection now enjoyed by those engaged 
in financing in reliance on the security of the taxpayer's property. 
Although the federal tax lien arises automatically upon non- 
payment of the tax after demand, and relates back to the 
moment of assessment (an internal administrative act, of which 
third parties have no means of knowledge),* mortgagees and 
pledgees* now enjoy special protection, in that the tax lien is not 
valid against them until public notice of the lien is filed in the 
place provided by the law of the state where the property is 
situated.* 

In the years since Congress enacted the relief for mortgagees 
and pledgees, there has been a great growth of new forms of 


2 The Final Report, with legislative draft and technical explanations, may be obtained 
from the American Bar Association, 1155 East 60th Street, Chicago, Ill. A contribu- 
tion of $1.00 per copy toward the Association’s printing cost is requested. 

3 The Internal Revenue Code (hereafter “I.R.C.”) §§ 6321, 6322. 

4The same protection extends to purchasers and judgment creditors, with whom 
we are not here concerned. 

5 I.R.C. § 6323. The law makes alternative provision for filing in the federal court 
if state law fails to make suitable provision, but that alternative has little applica- 
tion today. 
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security devices—trust receipts, factors’ liens, etc.—which may 
not fit the conventional concept of a “mortgage” or a “pledge.” 
Although the Treasury Regulations broadly construe the statu- 
tory terms to include security interests provided for in the 
Commercial Code and comparable legislation,’ banks have been 
made uneasy by a ruling declaring that such terms are con- 
fined to “conventional” mortgages and pledges (whatever that 
may mean)" and by recurrent arguments by the Government in 
court that an assignee for security fits neither category. Since 
all such security devices involve the same equitable element of 
reliance on the apparent title to the taxpayer's property, the 
proposed legislation would remove any doubt in the matter 
by substituting for “mortgagee” and “pledgee” the broad term 
“security interest.”* That term is expressly defined to include 
a mortgage, chattel mortgage, deed of trust, chattel trust, equip- 
ment trust, pledge, assignment for security, deposit for security, 
trust receipt, factor’s lien, inventory lien, consignment or lease 
intended as security, conditional vendor's interest, and any other 
interest acquired by contract for the purpose of securing pay- 
ment or performance of an obligation or indemnifying against 
loss or liability.’ 

When a mortgage is unrecorded, and thus invalid against a 
bona fide purchaser (and, in some states, against creditors as 
well), it is unsettled under present law whether the mortgagee 
is protected against a federal tax lien.” On the theory that the 
Government parts with nothing in reliance on the record title, 
the proposal would extend protection to unrecorded security 
interests; but, in order to prevent fraud, the proposal would 
impose on the holders thereof the burden of proving the facts 
establishing their priority.” 

* Regulations § 301.6323-1(a)(2) (ii). 

7 Revenue Ruling 56-592, 1956-2 Cum. Bull. 945. Concerning trust receipt trans- 
actions, compare Commercial Credit Corp. v. Bosse, 283 P.2d 937 (Idaho 1955) with 
United States v. Profaci, 137 F.Supp. 795 (S.D. N.Y. 1955). 

* Proposed I.R.C. § 6323(a). See the comparable proposal by J. Francis Ireton, Esq., 
in Hearings Before the Committee on Finance, United States Senate, on the Internal 
Revenue Code of 1954, vol. 4, page 2408. 

® Proposed I.R.C. § 6323(p)(1). 

10 Compare Underwood v. United States, 37 F.Supp. 824 (E.D. Tex. 1939), aff'd 118 
F, (2d) 760 (5th Cir. 1941), and Mason City & Clear Lake R.R. v. Imperial Seed 


Co., 152 F.Supp. 145 (N.D. Iowa 1957), with United States v. Anders Contracting 
Co., 111 F.Supp. 700 (W.D. S.C. 1953). 


11 Proposed I.R.C. § 6323(a), (h) and (p)(6). 
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If property is transferred to an unsecured creditor in satis- 
faction of an antecedent debt, or if he takes security for such a 
debt, after a federal tax lien has arisen but before notice of it is 
filed, present law is in doubt on whether he enjoys the protection 
which the law accords purchasers and mortgagees."* The pro- 
posed legislation recognizes that, in many if not most cases, 
the transfer or the giving of security may have induced the 
creditor to refrain from other enforcement action which he 
could have taken if he had known of the prior federal lien’ 
and, therefore, would protect him if he lacks actual notice or 
knowledge of the unfiled federal lien. But the creditor would 
not be permitted, even in good faith, to improve his position 
at the expense of an unfiled federal tax lien which is known to 
him.** 

SECURITY FOR FUTURE ADVANCES 

Quite commonly, of course, loans are paid out over a period 
of time after a security interest is taken by the prospective 
lender. Such loans may be either optional or obligatory. With 
respect to optional advances, the Internal Revenue Service 
had long taken the position that the filing of notice of a federal 
tax lien is in all respects the equivalent of actual notice to the 
lender, thereby compelling the lender to search for tax liens 
before every advance.* The Service had ruled informally, on 
the other hand, that security for obligatory advances under a 
construction loan was safe from intervening tax liens.** But 
the Service has never published the latter ruling, and the present 
vitality of the ruling is very doubtful in view of the landmark 
decision of the Supreme Court in United States v. Ball Con- 
struction Co."’ That case held that an assignment given to in- 


12 Compare United States v. Gargill, 218 F.2d 556 (1st Cir. 1955) and Marteney v. 
United States, 245 F.2d 1385 (10th Cir. 1957), with United States v. Franklin Fed- 
eral Savings and Loan Assoc. 140 F.Supp. 286 (M.D. Pa. 1956). 

13 See National Refining Co. v. United States, 160 F.2d 949, 955 (8th Cir. 1947). 
14 Proposed § 6323(p)(7). Contrast the proposed rule, infra note 48, respecting 
security taken for new value, in good faith, with knowledge of an unfiled federal tax 
lien. 

15 Rev. Rul. 56-41, 1956-1 Cum. Bull. 562. Contra: The Peoples Bank v. United 
States, 96 F.Supp. 875 (N.D. Ga. 1951), rev’d on other grounds, 197 F.2d 878 (5th 
Cir. 1952). 

16 Unpublished ruling A-619373, August 24, 1956, reported in Prather, Federal 
Liens as They Affect Mortgage Lending, 13 Business Lawyer 118, 122 (1957). 
17355 U.S. 587, revo’'g 239 F.2d 384 (Sth Cir. 1956), which aff'd 140 F.Supp. 60 
(W.D. Tex. 1956). 
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demnify a surety against a loss which it was inescapably bound 
toincur, but which had not yet been incurred, was an “inchoate” 
interest in the property assigned and was subordinate to an 
intervening federal tax lien. Under such reasoning, one who 
is bound to make advances, but has not yet made them, could 
be deprived of his security by the intervention of a federal tax 
lien. 

The proposed legislation would overturn that wholly un- 
realistic and inequitable standard of “inchoateness.” It would 
protect, to the full extent that state law does so, the priority 
rights of those holding security for obligatory future advances,” 
and also for certain advances which are “necessary” although 
not strictly obligatory (e.g., advances to complete construction, 
crops, contracts, etc., which have been started, and failure to 
complete which might cause loss of the security for advances 
already made. )” 

In the case of optional advances, the Committee was faced 
with the problem of striking a practical balance between busi- 
ness convenience and the necessities of tax administration. Com- 
mercial financing, in particular, is often conducted on a daily 
basis that renders it highly impracticable to maintain a constant 
search for federal tax liens. Many states, in the Commercial 
Code, Trust Receipts Act, Factors’ Lien Acts and other statutes, 
recognize that difficulty by providing for the filing of notice of 
intended financing, after which the lender may safely make 
advances without further searching for liens. Intervening 
lienors, to protect themselves against augmentation of the prior 
lien, must give express notice to the lender. A similar rule is 
applied in many states with respect to open-end real estate 
mortgages. Such rules are reasonable enough as between pri- 
vate lenders, since the later lender would normally search the 
records and discover the arrangement, so he can readily give 
such notice. But the federal tax collector does not, and as a 
practical matter cannot, search title whenever he files a tax lien. 
If the state law rule were applied, he would be unable to prevent 
conversion of the taxpayer's property into spendable, conceal- 
able cash, even after a tax lien is filed. 


18 Proposed I.R.C. § 6323(a)(2)(A). 
19 Proposed I.R.C. § 6323(a)(2)(D). 
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The proposed legislation would recognize the priority of 
the optional lender, existing under state law, subject to one 
condition. In order to be relieved of the burden of searching 
for intervening federal tax liens, he must give the District Di- 
rector express notice of the arrangement.” Thereafter (subject 
to annual renewal of the notice) the lender could make further 
loans in conformity with the arrangement without fear of inter- 
vening federal tax liens unless the Director expressly notified 
him of the filing of such liens (or unless a responsible person 
acting for the lender in the transaction otherwise learned of the 
lien). The Director would have within his own office the 
means of ascertaining whom he should thus notify when a tax 
lien is filed. 

Fears have been expressed that the giving of notice of such 
an arrangement to the Director would provoke him to hasty and 
unwarranted collection efforts. If it is true, however, that such 
method of financing is normal and customary and is no longer 
the last resort of one without other credit,” the receipt of such 
notice should not be a signal to the Director that the tax may be 


in jeopardy. In any distress situation, where the parties fear 
to precipitate collection action, the lender would be free to re- 
frain from giving notice and to assume the burden (as under 
present law) of searching for tax liens before each advance. 


AFTER-ACQUIRED PROPERTY 


Since one of the tests of “choateness” under present law is 
whether the property subject to the security interest is identified, 
it is probable that loans on the security of “revolving funds” of 
inventories and receivables, and mortgages covering after- 
acquired property, are vulnerable to later federal tax liens, even 
when their priority is recognized under state law.” The Bar 
proposal would recognize the lender's priority in after-acquired 
property (subject to state law requirements) if the production 
or acquisition of such property is financed by means of the loan; 


if the new property physically becomes a part of the property 


20 Proposed I.R.C. § 6323(a)(2)(E). 

21 See Corn Exchange Bank v. Klauder, 318 U.S. 434 (1943). 

22 United States v. Phillips, 198 F.2d 634 (5th Cir. 1952). The federal tax lien, in 
contrast, attaches automatically to after-acquired property. Glass City Bank v. United 
States, 326 U.S. 265 (1945). 
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subject to the security; or if the new property is substituted for 
other property subject to the security. But the holder of a 
blanket mortgage covering after-acquired property could not 
(with those three exceptions) obtain a priority in additional 
property acquired after the federal tax lien was filed.” 


BROADENING OF THE “SECURITIES” EXCEPTION 


Present law provides that, in the case of stocks, bonds and 
negotiable instruments, a purchaser, mortgagee or pledgee, for 
full value and without actual notice or knowledge of a federal 
tax lien, is protected even if notice of such lien had previously 
been filed.** Banks have frequently urged that one of the 
purposes of that provision was to permit the making of collateral 
loans by banks without the necessity of constantly checking the 
tax lien records and, therefore, that the provision should now be 
greatly broadened, in recognition of the fact that banks today 
make loans on many forms of collateral other than stocks and 
bonds.** They have urged, accordingly, that the exception be 
extended to many varieties of tangible and intangible property, 
including inventories, accounts receivable, life insurance 
policies, bank passbooks, oil and gas interests, and others on 
which banks commonly make loans. 

Examination of the Congressional committee reports relat- 
ing to the “securities” exception, however, reveals no evidence 
of a general purpose to serve the convenience of lenders. The 
concern of Congress was to maintain the free negotiability of 
stocks and bonds in the market, and of negotiable instruments, 
in view of the obvious impossibility, in many instances, of 
tracing the title and making a search for liens before acquiring 
an interest.” That is not the situation, in general, with other 
properties on which banks make loans. They must make sure 
of the borrower's ownership of the collateral, and they must 
search for chattel mortgages, conditional sales, assignments and 
trust receipts. The added inconvenience, if any, of searching 
also for notices of federal tax liens seems insufficient reason for 


3 Proposed I.R.C. § 6323(a)(3). 

*4Now LR.C. § 6323(c). 

See, for example, Rankin & Funk, The Desirability of Amending the Internal 
Revenue Code as to Tax Liens on Bank Collateral and Bank Deposits, 8 Business 
Lawyer 39 (1953). 
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relieving such property of the effect of such notices. 

It is suggested, furthermore, that most of the difficulties 
encountered by banks in this respect arise not from the nature 
of the collateral but from the recurrent nature of the loans there- 
on. Such difficulties, therefore, may be eased, if not eliminated, 
by the proposal above described with respect to optional ad- 
vances. It is true that the bank would have to search once for 
federal tax liens at the inception of its financing arrangement— 
a phase of its credit investigation of which it cannot reasonably 
ask to be relieved. But, if the arrangement is a continuing one, 
the bank can relieve itself of the need for frequent searches by 
giving the prescribed notice to the Director.” 

Accordingly, the Bar proposal makes no sweeping change in 
the “securities” exception. It does, however, add negotiable 
warehouse receipts and negotiable bills of lading to the classes 
of property which may safely be purchased or taken as col- 
lateral, without a search for federal tax liens, in the absence of 
actual notice or knowledge thereof.” 


INTEREST, EXPENSES AND TAXES 


The “inchoateness” rule, as applied to mortgages in the 
Ball Construction case,” has raised doubts concerning whether 
interest which accrues after a federal tax lien is filed, or the 
mortgagee’s expenses of enforcing the obligation or preserving 


OO eS 


the property after that date, may enjoy the same priority as the | 
mortgage debt.*° The proposed legislation would assure such | 
priority, to the extent that state law or the agreement so pro- | 


vides.” 


26 See H. Rep. No. 855, 76th Cong., Ist Sess., 1939-2 Cum. Bull. 504, 523-4. The 
amendment was designed to overturn United States v. Rosenfeld, 26 F.Supp. 433 
(E.D. Mich. 1938). 

27 Supra note 20. 

28 It is not clear whether the person acquiring a negotiable title document would be 
free of all unknown federal tax liens on the deposited property, or (as with respect 
to private liens under the Uniform Acts (see 61 A.L.R. 949)) would remain subject 
to those which arose before delivery to the carrier or warehouseman. The matter 
warrants policy study and clarification of the draft. 


29 Supra note 17. 


80 See In re New Haven Clock & Watch Co., 253 F.2d 577, discussed in Crouse, 
Certain Aspects of the Priority of Tax Liens, 13 Business Lawyer 639 (1958), But | 
cf. (before Ball) United States v. Sampsell, 153 F.2d 731 (9th Cir. 1946). ; 


81 Proposed I.R.C. § 6323(g). 
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Real property taxes present a special problem. Those which 
are assessed and become liens after the federal tax lien arises 
are subordinate thereto." Yet, under most state laws, real 
property taxes prevail over prior mortgages. Thus, a mortgage 
may have priority over a federal tax lien, which is prior to later 
property taxes, which are preferred to the mortgage. That 
dilemma is resolved today at the expense of the mortgagee, by 
setting aside his share of the proceeds ahead of the federal tax, 
and then taking the property tax out of the mortgagee’s share.” 
One decision indicates that the mortgagee can avoid the effect 
of that rule by paying off the property tax and adding it to his 
prior lien,** but that decision is questionable.” 

The proposal would resolve that problem by granting 
Congressional consent to the priority of real property taxes and 
special assessments over even pre-existing federal tax liens on 
the property.** Thus the “circular priority” is eliminated, and 
both the property taxes and the prior mortgage can be fully 
satisfied ahead of the federal lien. 


FACILITATION OF SEARCH FOR 
FEDERAL TAX LIENS 


When a bank proposes to make a secured loan, it must, in 
general, search for federal tax liens on the collateral at the place 
prescribed by the law of the state where the property is “sit- 
uated.” That presents no problem when the security is real 
estate: physical location controls.*’ But the law is in confusion 
on whether other property is “situated”, for this purpose, at its 
physical location, at the domicile of the owner, or (in the case 
of intangibles) at the domicile of the debtor. The objectives 
of legislation on this matter should be to achieve certainty (so 
that the Director will know where to file and the third party 
32 — States v. City of New Britain, 347 U.S. 81 (1954). 

83 Ibid. 

84 Rikoon Real Estate v. Two Boro Dress, Inc., 9 Misc. 2d 591, 171 N.Y.S. 2d 19 
(1957), on appeal. 

35 Supra note 30. 

%6 Proposed LR.C. § 6323(0)(11) and (12). 

37 United States v. Spreckels, 50 F.Supp. 789 (N.D. Cal. 1943). 

88 Compare Grand Prairie State Bank v. United States, 206 F.2d 217 (5th Cir. 1953), 


with Providence Thrift Corp. v. Mickler, 56-2 U.S.T.C. 19880 (R.I. Super. Ct. 1956), 
and with Weir v. Corbett, 158 F Supp. 198 (W.D. Wash. 1957). 
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where to search), flexibility (so that individual states will have 
some latitude to conform the rules to their normal patterns of 
search for chattel mortgages), and convenience (selecting, so 
far as possible, the most easy and natural place for the Director 
to file and the searcher to search).*° 


Under the proposal,“ intangibles (whether or not represent- 
ed by a document ) would be deemed “situated” at the residence 
of the owner, as also would mobile tangible property having no 
regular location.’ Other tangible property would be deemed 
“situated” where it is regularly kept. However, in order not to 
upset the normal pattern of searching for interests in property, 
a State would be permitted (with respect to property “situated” 
in the State under the above rules) to make the taxpayer’s 
residence the place for filing liens within such state.“ 


The test of “residence” involves difficulties in the case of a 
corporation, which may be incorporated in a state far from its 
scene of operations, and a partnership, whose members may be 
scattered. It is proposed that the “residence” of a corporation 
or partnership for this purpose shall be where its principal ex- 
ecutive office is located.** 


Whether residence or physical location is the test, the 
mobility of persons and property creates problems. At present, 
once the lien is properly filed, it remains valid against third 
parties long after the taxpayer and his property have moved on 
to other jurisdictions.“* In line with many chattel mortgage 
statutes, the proposal would require re-filing of the tax lien in 
a new jurisdiction if it is to remain effective more than one year 
after removal of the person or the property, as the case may be.“ 


89 See discussion of the convenience factor in In re Cle-Land Co., 157 F.Supp. 859 
(D. Mass. 1957). 

40 Proposed I.R.C. § 6323(k)(3). 

41 In the case of vessels registered under the laws of the United States, the home port 
would be the situs. 

42 See, for example, New York Lien Law § 240(2). 

43 Possibly, however, in the case of a corporation, the certainty afforded by filing at 
the principal place of business specified in the charter outweighs the convenience of 
the test proposed in the draft. See United States v. Jane B. Corp., 167 F.Supp. 352 
(D. Mass. 1958). 
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44 West Coast Credit Corp. v. Renfro, 167 F.Supp. 480 (W.D. Wash. 1958); Mayer t 


v. Andrew, 53-2 U.S.T.C. 19548 (Cal. Muni. Ct. 1953). 
45 Proposed I.R.C. § 6323(k)(4)(B) and (C). 
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EFFECT OF ACTUAL KNOWLEDGE OF THE LIEN 


If a prospective lender, in the course of a credit investigation 
or otherwise, learns of the delinquencies of a taxpayer against 
whom the Director has not seen fit to file notice of a lien, the 
Government maintains that the lender is bound by the lien,“ 
although the leading decisions are to the contrary.“’ It seems 
that the Director's refraining from filing the lien signifies that 
he desires to permit the taxpayer to carry on normally in an 
effort to work off his tax liabilities. That purpose would be 
frustrated if third parties were unable to extend secured credit 
to him when they know of his difficulties. Therefore, it is pro- 
posed that knowledge of the unfiled tax lien, standing alone, 
will not subordinate one who gives new value for a security 
interest.“* But he will be subject to the unfiled lien if he acts 
in bad faith, knowing that the taxpayer is trying to defeat the 
tax by turning assets into cash.“ 


In a number of other provisions, however (notably in the 
“securities” exception ), actual knowledge of the tax lien remains 
of controlling importance. Banks, especially those with many 
branches, have been concerned over the possibility that the 
knowledge of some officer or employee having no connection 
with a transaction involving the liened property might bind the 
bank. It is proposed to provide that one is deemed to have 
knowledge of a fact only if such fact is known to a responsible 
individual acting in the transaction as or on behalf of such 
person.” Thus, the fact that a loan officer is aware of a lien 
against the taxpayer will not bind the bank when its investment 
officer buys a security from the taxpayer, or when a different 
loan officer takes it as collateral. 


LOL RTT RY IC 


SET-OFFS 


Banks commonly rely on their right to set off the amount in 
the taxpayer's bank account when a levy or other event places 


46 Comptroller General's Opinion B-135474 (June 5, 1958). 

47 United States v. Beaver Run Coal Co., 99 F.2d 610 (3d Cir. 1938). 

‘8 Regarding security taken for an antecedent debt, with knowledge of an unfiled lien, 
see supra note 14, 

‘9 Proposed I.R.C. § 6323(1). 

ie 5° Proposed I.R.C. § 6323(p)(9). 
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the loan in jeopardy. Recent decisions suggest that a federal 
tax levy may defeat that right, on the theory that the right 
of set-off was “inchoate” until it was exercised, after the levy." 
In order to place the bank in the same position it would occupy 
if sued by the taxpayer himself on the date of the levy, the 
proposal would entitle the bank to raise against the levy any 
set-off which it could have raised against the taxpayer in such a 
suit, including a right of set-off existing by reason of the levy 
itself. But an unmatured debt, if not accelerated by reason of 
the levy, could not be set off against a levy on the bank account.” 


FINANCING WHEN THERE IS A TAX LIEN ON FILE 


The existence of a federal tax lien of record does not, of 
course, preclude a lender from making a secured loan, con- 
scious that he is subordinate to the federal lien. The trouble is 
that the filed notice indicates only the amount outstanding when 
it was filed, and does not show the amount still owing, which 
is all that would have priority over the lender. Present law 
permits the bank to ascertain from the District Director the 
amount owing under a filed lien,** but the law leaves in doubt 
whether the Government would be estopped if that information 
should prove erroneous. The proposed legislation would pro- 
tect those who act in reliance upon erroneous information from 
the Director concerning the amount outstanding. It would 
also permit the bank to ignore entirely any federal tax lien more 
than six years old, unless the Director had re-filed to indicate 
that the time for collection had been extended. 

In certain circumstances, under the Bar proposal, the bank 
may obtain priority over a tax lien already on file. If it makes 
a loan to enable the taxpayer to purchase property and the loan 
is in fact so used, the mortgage taken by the bank on such 
property would have priority over pre-existing federal tax liens, 
provided it has like status as against private liens under state 
law.” Likewise, if the loan refinances a prior mortgage and the 


51 Bank of Nevada v. United States, 251 F.2d 820 (9th Cir. 1957), cert. denied. 
52 Proposed I.R.C. § 6332(d). 

53 Now LR.C. § 6323(d). 

54 Proposed I.R.C. § 6323(n). 

55 Proposed I.R.C. § 6323(k)(4)(A). 

56 Proposed I.R.C. § 6323(0)(4)(B). 


a ke ~~ ore 
os ; Se 


| 
| 





circ 
rect 


ena 
pay 
avo 
its 1 
and 
lien 











| 
} 


Seeeetens <> coneeeella we 


LSI 


Se ae 


rt Teal ail rrr 








TAX LIENS AND SECURED LENDERS 381 


lender is entitled under state law to be subrogated to the priority 
of such mortgage, the proposal would recognize such priority.” 

The proposal would introduce a flexible procedure for sub- 
ordination of the tax lien by agreement, where such subordina- 
tion may facilitate the ultimate collection of the tax." If a 
delinquent taxpayer needs funds to feed livestock or repair 
his property, or if he needs working capital in order to operate 
and work off the tax debt, he may be unable under present law 
to obtain such financing, and the property or the business may 
be lost, to no one’s benefit. The proposal would permit the 
Director, in his discretion, to subordinate the tax lien in such 
circumstances. There may be situations, also, where the Di- 
rector is willing to let the taxpayer continue operations if he 
makes a payment on account. The proposed procedure would 
enable the taxpayer, with the Director's consent, to finance such 
payment. Likewise, the procedure would enable a taxpayer to 
avoid the forced surrender of his life insurance, by borrowing 
its value from a bank, under such a subordination agreement, 
and applying the proceeds of the loan on the tax (with the tax 
lien continuing to attach to later increments in value). 


REMOVAL OF JUNIOR FEDERAL TAX LIENS AS 
CLOUDS ON TITLE 


Even a federal tax lien which is junior to a mortgage may 
prove a headache to the mortgagee since, if not removed, the 
tax lien may remain as a cloud upon the title to the property, 
and the Government may subsequently enforce its lien and reap 
the advantage of any appreciation in the value of the property. 

The simplest procedure for removing the federal lien is an 
administrative discharge, which may be obtained by paying the 
Government the agreed value of the equity which is subject to 
the federal lien, or without payment if that lien is valueless.* 
That procedure is of no avail, however, if there is a dispute over 
the validity or priority of the respective liens, and thus a chance 
for an advantageous sale may be lost while such matters are 
litigated. The proposal would permit a payment for discharge 
57 Proposed I.R.C. § 6323(j). 


58 Proposed I.R.C. § 6325(d). 
59 Present ILR.C. § 6325(b)(2). 
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of lien to be made under protest, thereby freeing the property 
of the tax lien, and enabling litigation over the fund which 
stands in its place.*’ Such litigation would be required to be 
commenced within 60 days, in order to minimize the period in 
which the status of the taxpayer's account would remain in 
doubt.’ Where the disagreement is on valuation rather than on 
validity or priority of liens, the matter should be settled by sale, 
not by expert testimony, so the proposed procedure would be 
inapplicable. 


If an administrative discharge is not effected, the mortgagee 
can name the United States a defendant in a foreclosure suit, 
and thus eliminate the federal lien,** but there are several dis- 
advantages. The action is then removable to the federal court; 
the Government has a one-year right of redemption of real 
property from the foreclosure sale;“* and the action may fail its 
purpose if, before the decree (and perhaps at any time before 
the sale), a federal lien arises which was not specified in the 
complaint. 

The proposal would amend the removal statute with a view 
to minimizing the consideration of non-federal issues in fore- 
closure cases by the federal courts. It would abolish the 
Government's right of redemption (except such right as other 
junior lienors may have under state law), substituting therefor 
an authorization of a bid at the sale by the United States.*’ And 
if the United States is a party to the foreclosure suit, or is given 
notice thereof in time to permit it to intervene, unfiled federal 


60 Proposed I.R.C. § 6325(b)(3). 

61 Proposed I.R.C. § 7431(c) (4). 

62 Present 28 U.S.C. § 2410. 

63 Present 28 U.S.C. § 1444. 

64 Present 28 U.S.C. § 2410(c). 

65 An early decision holds that the United States is not bound by the doctrine of lis 
pendens. Sherwood v. United States, 5 F.Supp. 991 (E.D. N.Y. 1925). A contrary 
position, however, was taken in Puritan Dairy Products Co. v. Christoffer, 27 U.S.L.W. 
2449 (NJ. Super. Ct. Feb. 4, 1959). 

66 By permitting the United States to remove after a federal right is first placed in 
issue in the action, rather than requiring removal to be sought at the inception of 
the action or not at all, unnecessary removals may be avoided. Proposed 28 U.S.C. 
§ 1446(b). In addition, the federal court would be empowered, in its discretion, to 
remand the non-federal questions after settling the federal rights. Proposed 28 
U.S.C. § 1444. 

87 Proposed 28 U.S.C. § 2410(c) and (g). 
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liens and those which arise or are filed after commencement of 
the suit would be discharged by the sale.” 

Where the mortgagee is entitled under state law to fore- 
close by non-judicial sale, some courts now hold that a junior 
federal lien may be cut off in that manner,®* while others hold 
that nothing but a judicial proceeding in which the United 
States is joined can have that effect." The proposal would 
permit the federal lien to be cut off by a valid non-judicial sale, 
conditioned, however, upon giving the United States 60 days’ 
prior notice of the sale so that it may protect its interests.” 
Such advance notice would not be required, however, where 
collateral is sold on an established securities or commodities 
market, including a recognized over-the-counter market. 

A junior federal lien could not, under the proposal, be dis- 
charged by either judicial or non-judicial action without either 
joining the United States or giving it the prescribed notice 
(with the exception mentioned), regardless of any contract or 
state law to the contrary.” 


TAX LIENS ON BANK ACCOUNTS 


Banks have long been concerned about the theoretical pos- 
sibility that they may be deemed subject to “constructive notice” 
of a filed tax lien and may incur liability for allowing with- 
drawals from a liened bank account.”* The Bar proposal would 
make clear that, in the absence of a levy on the deposit, the 
bank may make payments in normal course, even if it has actual 
knowledge of a filed tax lien, unless the payment is made in bad 
faith, with knowledge that the taxpayer is attempting to defeat 
collection.* The proposal would also make clear that a levy 
reaches only amounts then owing, and does not oblige the bank 


68 Proposed 28 U.S.C. § 2410(d). 


69 United States v. Boyd, 246 F.2d 477 (5th Cir. 1957), cert. denied; United States 
v. Cless, 254 F.2d 590 (3d Cir. 1958). 


7 United States v. Bank of America, — F.2d — (9th Cir., Feb. 16, 1959); Metropolitan 
Life Ins. Co. v. United States, 107 F.2d 311 (6th Cir. 1939), cert. denied. 


1 Proposed 28 U.S.C. § 2410(e). 
7 Proposed 28 U.S.C. § 2410(h). 


8 See Rankin & Funk, supra note 25. For the Government’s present position, see 
Rev, Rul. 57-367, 1957-2 Cum. Bull. 846. 


14 Proposed I.R.C. §6332(b) and (c). 
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to be alert for and pay over further deposits (in the absence of 
a new levy, or of bad faith).” 

When there are adverse claims to the account, the proposal 
would permit the bank to absolve itself of penalty for non- 
compliance with a levy by bringing an interpleader action." 
Correcting a gap in present law,” the proposal would grant the 
consent of the United States to be named a defendant in inter- 
pleader.” 

The proposal would confirm present law by requiring that, 
if a savings account is levied upon, the account be paid over 
without the necessity of surrendering the passbook.” However, 
the United States would be required to defend and indemnify 
the bank against any liability and expense the bank might incur 
with respect to the unsurrendered passbook—analogous to the 
surety bond which the depositor might give if he lost the pass- 
book. This proposal has met some resistance in banking circles, 
not because the Government is considered to be less solvent than 
the average surety, but evidently with the thought that the 
Government may be more inclined than a commercial surety 
to take advantage of technical defenses and delays. Be that as 
it may, it seems highly improbable that Congress would consent 
to immunize the taxpayer's bank deposits from seizure merely 
because the Director is unable to reach an easily concealed and 
non-negotiable passbook. The indemnity provision would give 
banks valuable protection they do not have today. 


THE BANK AS EXECUTOR OR ADMINISTRATOR 


Only brief mention can be made of the proposed changes 
affecting decedents’ estates. Significant changes are proposed 
in the provisions governing the special lien for estate taxes, 
mainly to conform its priority to the changes proposed with 
respect to the general tax lien.*° The present absolute priority 


75 Proposed I.R.C. § 6332(a). 

76 Proposed I.R.C. § 6332(e). 

77 United States v. Dry Dock Savings Institution, 149 F.2d 917 (2d Cir. 1945). But 
see Lemar Paint Products Co. v. DiMiceli, 3 Misc. 2d 705, 155 N.Y.S. 2d 534 (1956). 
78 Proposed 28 U.S.C. § 2410(a). 

79 Proposed I.R.C. § 6332(d). For present law, see United States v. Manufacturers 
Trust Co., 198 F.2d 366 (2d Cir. 1952). 

80 Proposed § 6324. 
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which federal claims enjoy in an insolvent estate (even over 
most, if not all, pre-existing liens) would be modified to recog- 
nize the priority of non-federal liens which would have had 
priority over the federal claims as of the time of death, and also 
to recognize certain non-lien priorities similar to those provided 
in bankruptcy.” 

It is also proposed that the United States consent to be 
joined in an action to subject a decedent's real estate to the 
payment of debts, thus enabling the sale of a title free of federal 
liens.*” 


CONCLUSION 


Banks, like many others, no doubt are not getting from the 
Bar proposal every advantage that they may hope for. Com- 
promises are necessary, however, for the present budget leaves 
Congress in no mood to risk crippling effective tax administra- 
tion. The Bar proposal provides an equitable middle ground, 
one that can be lived with, and certainly one that is far prefer- 
able to the present situation. The writer believes that banks 
and other affected interests would best serve themselves by 
pulling with the organized Bar, offering such amendments as 
they see fit, but avoiding independent action that might under- 
mine the common effort to correct the present intolerable 
situation. 


81 Proposed 31 U.S.C. § 191 (Rev. Stat. § 3466). 
82 Proposed 28 U.S.C. § 2410(a). 











What the Bank Expects of its Attorney 


M. MONROE KIMBREL 


Executive Vice President, First National Bank of Thomson, 
homson, Georgia 


Attorneys have been constructive thinkers and actors in the 
development of our modern civilization. They have been the 
draftsmen and generally the moving spirits in the development 
of our Declaration of Independence, our Constitution, the 
modern corporation, insurance company, banks, and other 
forms of organization which have contributed so much to our 
standard of living. 

Creative opportunities for bank attorneys exist in the present 
decade as never before. There has been an awesome growth in 
the quantity of legal problems of most banks. The complexities 
of everyday relations with stockholders, customers, employees, 
competitors, and with local, state, and federal regulatory 
authorities are such as to demand the counsel of experienced 
attorneys who are familiar with all aspects of banking activities. 
The sheer volume of law under which banks must operate in- 
creases with every meeting of our legislators. Even in small 
banks the attorney has become a necessity, and it is essential 
that bank attorneys develop a breadth of vision and depth of 
perspective geared to these new and growing opportunities. 

Various arrangements exist between banks and their at- 
torneys. A few attorneys represent banks very much as they 
represent other clients. They represent them in litigation which 
they must bring and to which they are made a party and advise 
as to legal questions only when they are requested to do so. 
Some of them examine titles, draw the papers, and close loans. 
They serve merely as technicians. This is the easiest and per- 
haps the most remunerative way to practice law. In some cases, 
bankers appear to prefer counsel to work on this basis. In my 
opinion, it is not the best for all concerned. 

Adapted from material originally presented by the author at the Seminar on 
Banking Law, March 20-22, 1958, presented by the Committee on Corporation, 
Banking and Mercantile Law of the Georgia Bar Association and the Institute of 


Law and Government of the University of Georgia School of Law in cooperation 
with the Georgia Bankers Association. 
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Other attorneys for banks, whether they are on the board 
of directors or not, make it a point to attend directors meetings 
and keep themselves fully informed as to all the facts and cir- 
cumstances of the operation of the bank. They make at least 
an annual examination of every legal and accounting form in 
use by the bank including signature cards, notes, bills of sale, 
and mortgage forms, resolutions, and other evidences of cor- 
porate acts. They make constructive suggestions for needed 
improvements or for the development of new forms and pro- 
cedures. 

In many cases, attorneys prepare memoranda for the guid- 
ance of bank employees in certain transactions; for example, in 
dealing with joint tenancies, prepayment or default provisions in 
state laws, trust accounts, bankruptcy, married women, minors, 
incompetents, and in other situations. Common pitfalls often 
are listed as well as means for their avoidance. Such precau- 
tions on the part of the attorney invariably save time and money 
later for the bank. Whatever the working arrangement, how- 
ever, certain qualities in the attorney are fundamental. 


A good attorney must be honest and reliable. One of his 
greatest professional responsibilities is to be constructive. He 
has a duty to himself, to his bank, and to the general public 
interest to assist the bank in finding legal ways and means to 
render more and better service as well as to avoid pitfalls and 
illegal action. The most responsible attorney will exercise his 
best efforts to learn all of the facts and circumstances, to find 
means to render the best possible service both in its interest and 
the public interest. 

A primary duty of the attorney, of course, is to handle all 
the litigation of the bank and to advise on all legal questions; 
but where he is intimately informed many things can be done 
and are more likely to be done in a manner which will get the 
best results and save time and money. It is essential, therefore, 
for bank counsel to be familiar with current laws and court 
decisions dealing directly or indirectly with the many problems 
of banking. Such an attorney is not likely merely to give nega- 
tive advice, but is more likely to give constructive legal advice 
and to assist in initiating improved procedures enabling the 
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bank to render better service to its customers and in the public 
interest. 

The bank attorney should keep abreast of tax laws and 
regulations so the bank can be guided to avoid the imposition 
of unnecessary taxes. Any changes and developments should 
be brought to the attention of bank officers promptly, particular- 
ly when there is any substantial change. Today, more and more 
banks are finding it most important to be currently advised 
about their liability under the Fair Labor Standards Act. The 
attorney can do the bank a real service in being adequately 
informed in this field. 

The bank expects from its attorney an infinite variety of 
opinions on its rights and obligations in situations arising un- 
expectedly during daily routine activities. In this category, he 
might be expected to reply promptly to a question such as “Can 
the bank attach the car of a man about to leave town, and who 
is suspected of having cashed a forged check?” Then again, 
the attorney might be asked, “A properly drawn check has been 
presented for payment by the payee, but the check has not been 
endorsed and the payee refuses to endorse it. Should it be 
paid?” These are only a couple of the numerous instances when 
a bank needs prompt legal opinion, since substantial losses could 
result from making the wrong decision. 

The bank is obliged to grope its way through a maze of legal 
pitfalls. There are the things it may properly do, and the things 
it may not do at all. There are things it may do only in certain 
ways and in certain places and at certain times. There are 
innumerable legal questions that must be answered before a 
bank may dare to venture upon the most innocuous transaction. 
Without the firm and skillful guidance of attorneys, a bank often 
would find it has run aground on dangerous shoals. 

Since banks are quasi-public institutions there is a duty in a 
very real sense to the public. Counsel would do well to keep 
abreast of civic matters and current trends in political, social, 
and economic thinking. At the same time, he must use dis- 
cretion in a public discussion of matters of this nature to be sure 
his personal views are not necessarily construed as those of his 


bank. 
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The public nature of a bank's service in a community re- 
quires that it maintain correct and friendly relations with gov- 
ernmental and civic authorities. To the extent the attorney, in 
addition to his other professional activities, participates in 
public affairs, he should be helpful in presenting the bank's 
viewpoint whenever the occasion arises. Of course, such at- 
torney should not be required nor expected to compromise him- 
self should he be serving as a governmental official, but since a 
bank’s welfare is not adverse to the public interest, there should 
be few occasions when any such conflict of loyalties or interest 
may arise. 

Within the confines of legal ethics and practices, and where 
there is no possible conflict of interest, the attorney should en- 
courage his clients to become customers of his bank. 

Far from remaining static, the attorney's vision should grow 
along with his increased responsibilities and his bank’s expanded 
business operations. Experience has proved time and again 
that the positive approach to law is the best approach. It should 
never be forgotten that one of the attorney's greatest profes- 
sional responsibilities is to be constructive. 


A bank may rightfully expect its attorney to exercise his 
ingenuity and diligence to permit the bank to accomplish the 
business end desired. I do not mean by this that a bank at- 
torney should be expected to find ways of circumventing the 
law or banking regulations, but he certainly should diligently 
exercise his ingenuity to permit the bank to accomplish its ex- 
pressed desire. 

Bankers are aware that the attorney, generally speaking, is 
reluctant to say that without question there is no jeopardy in- 
volved in taking some doubtful step. Unless there is some 
clear statutory provision, the attorney can only give his opinion. 
In such case the attorney should not evade the responsibility of 
a direct answer with too many qualifications and reservations. 
The banker is not interested in the fine nuances of legalistic rea- 
soning, but since he cannot get a definite “yes” or “no” answer, 
his counsel should advise as nearly as possible the amount of 
risk that is being taken. Then, the banker can consider the 
benefits to be gained and weigh them against the business risk. 
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It is a common observation that the attorney all too fre- 
quently is inclined to set up a procedure which, though sound in 
law, is too cumbersome for a bank lending officer to handle. 
The attorney must, therefore, protect his bank by recommend- 
ing reasonable safeguards without requiring the bank to work 
itself to death before it can make a loan or perhaps exhaust the 
applicant by legal technicalities. 

Many attorneys tend to be paid for bank services by other 
work which is referred by the bank so that the bank’s customers 
ultimately pay for the legal services of the attorney to the bank. 
This, we think, is a mistake. The bank should pay a fee com- 
mensurate with the work which the bank suggests, leaving the 
customer free to employ his own attorney when he wants one, 
and maintaining a cordial and amicable relationship between 
the bank, the customers, and the attorney. 

The attorney should have a retainer from the bank sufficient 
to justify him using enough of his time to keep up with all the 
state and Federal banking laws, regulations, and forms, to make 
studies of improved procedures and forms, and to attend clinics 
and conventions as further education. In addition to a retainer 
which is paid for the time to keep up and to give general advice, 
the counsel of the bank should receive specific fees which 
should be reasonable for each specific litigation and extra- 
ordinary transaction involving substantial time. 

Banks are usually owned by hundreds, and in many cases, 
thousands of stockholders. The stockholders, therefore, con- 
stitute the actual clients of the bank’s attorney. One of the 
most significant functions of the job, although it may not at 
first appear to be a legal function, is the duty of the attorney to 
help guide the bank’s officers in the fulfillment of responsibilities 
to the stockholders, to the community in which he operates and 
to the nation as a whole. We live in an age of responsibility 
and this is more than merely a responsibility to comply with 
the country’s laws. It is a responsibility to behave in such a way 
as to further the interest of all the people. 

There are generally mixed questions of law, business, fi- 
nance, and public relations. To answer these questions intelli- 
gently, the attorney for the bank may well feel that he has to 
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be something of an engineer, an accountant, a public relations 
authority, a politician, and a prophet. But as an attorney, he 
is used to dealing with personalities and questions of fact as 
well as questions of law. Accordingly, the challenge is one 
which he welcomes. 


ENGLISH BANK LIABLE FOR INCORRECT 
INVESTMENT ADVICE OF BRANCH MANAGER 


Although ordinarily branch bank managers in England are 
instructed not to give the bank’s customers investment advice, 
such instructions are sometimes ignored. It has been reported 
in a recent English case that the branch manager of a bank 
recommended that a customer invest in a company which kept 
an account at the bank. It turned out that at the time of the 
advice the company’s account was considerably overdrawn. 
The customer, after experiencing a total loss of his investment, 
sued both the bank and its manager. Despite the fact that there 
appeared to be little in the way of precedent to guide the court, 
the judge awarded the full amount of the claim to the customer. 


BANKING DECISIONS 


In this department are published each month all of the important decisions 


of the Federal and State Courts involving questions pertaining to the 
law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 


and the bank student seeking advancement. 





Certification of Check Creates Trust Fund 
Even Without Delivery 


Prior to its bankruptcy, a corporation executed a check pay- 
able to the government for employees’ social security and with- 
holding taxes. Although this check was immediately certified, 
it was not delivered to the government because the corpora- 
tion’s bookkeeper questioned the amount. After the petition 
for bankruptcy was filed, the referee in bankruptcy ordered 
that the check be turned over to the trustee whereupon the 
government appealed on the ground that it had a equitable 
lien on the proceeds of the check. 


The court reversed the order of the referee and ruled that 
the proceeds of the check belonged to the government. It 
reasoned that the certification of the check, even without de- 
livery, was a setting aside of a trust fund to comply with 26 
U. S. Code § 3661 which requires employers to create a separate 
trust fund of taxes collected for the government. Further, the 
court ruled that the fund was traceable and that “Upon certi- 
fication, the bank became liable for that money and from that 
moment on the sum involved belonged to the United States 
when and if it was able to prove that bankrupt owed it to the 
United States.” In the Matter of States Motors, Inc., United 
States District Court, E.D. Michigan, 168 F.Supp. 82. The 
opinion of the court is as follows: 


Statement of Facts 
PICARD, D.J.—State Motors, Inc., the bankrupt herein, was indebted 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 249. 
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CERTIFICATION OF CHECK 
to the Treasury Department, Internal Revenue, for employees’ social 
security and withholding taxes covering the third quarter of 1950. Pre- 
vious to bankruptcy and about November 9, 1951, bankrupt'’s assets 
were sold and its president drew checks from the proceeds thereof to 
pay its debts. One check for $1,090.94 had been executed previously 
on November 16, and certified on or near that date, in favor of the 
Treasury Department to cover the deficit on the 1950 third quarter. It 
is conceded that this check is not in excess of that obligation. Involun- 
tary petition in bankruptcy was filed against the employer February 27, 
1952. In the meantime, bankrupt retained continuous possession of 
the check after its president, Mr. Kircher, conferred with Charles E. 
Glohr, Deputy Collector of Internal Revenue November 27, 1951, and 
showed him the check. The check, however, was not delivered, evi- 
dently because bankrupt’s bookkeeper questioned both the debt and 
the amount. The record is clear that actual delivery was not made to 
the government. 

Mr. Kircher, who was ill at the inception of bankruptcy proceedings, 
had kept the check locked up. Consequently, when the receiver took 
physical possession of the firm’s books, records, and assets, Mr. Kircher 
was unavailable to turn over this check and several other items. Then 
about March 20, 1952, Mr. Kircher delivered the check into the posses- 
sion of Mr. George J. Hutter, an attorney for the firm, with instructions 
to deliver it to Internal Revenue, Mr. Kircher being convinced at that 
time that the money belonged to the plaintiff. But instead of doing so, 
Mr. Hutter sought the Referee’s instructions as to disposition of the 
check and, after examination, the Referee ordered the check turned 
over to the Trustee as an asset of the bankrupt. 

The Treasury Department appeals from that order claiming it has 
an equitable lien on the check as the res of a trust fund of which it is 
the beneficiary. The Referee made appropriate findings of fact and 
conclusions of law. 


Conclusions of Law 

We believe that the Referee in Bankruptcy rested his decision chiefly 
upon these two issues— 

(a) that there had been no real “delivery” as required by the 
Negotiable Instrument Law; and 

(b) that the funds withheld, which constituted a trust fund (pursuant 
to the then effective Title 26 U.S.C. § 8661) had not been “traced” to 
the check. 

We do not agree. 


Title 26 U.S.C. § 3661 provides: 


“Enforcement of liability for taxes collected. 
“Whenever any person is required to collect or withhold any 
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internal-revenue tax from any other person and to pay such tax 
over to the United States, the amount of tax so collected or with- 
held shall be held to be a special fund in trust for the United 
States. The amount of such fund shall be assessed, collected, 
and paid in the same manner and subject to the same provisions 
and limitations (including penalties) as are applicable with 
respect to the taxes from which such funds arose. . . .” 


Under the above law this money was never a part of the assets of 
the firm. The bankrupt supposedly collected and withheld the same 
for the government. From the amount received by the bankrupt a 
certain percentage of each dollar immediately became the property of 
the United States. That percentage didn’t belong to the employer at all. 
Now while in theory the employer is supposed to set aside these taxes, 
as a matter of fact in actual practice very few do exactly that. The 
funds are usually designated and set aside on the employer's books, in 
accordance with its own accounting system, and the tax sent to the 
United States government periodically. That money is not the employer's 
and should never appear in the firm’s assets, but is “set aside” according 
to the employer's accounting process. 

We repeat that while in the case at bar such a fund of money was 
not set aside immediately when the employer was notified by the 
government that it owed these taxes, Kircher, its president, had no 
question about the amount and that the firm owed it, but its accountant 
questioned both the amount and the debt. So what was done? A check 
was drawn and the employer immediately had it “certified” by the 
bank, the money removed from the firm’s reachable assets—the words 
“reachable assets” are important—and theoretically placed in a separate 
fund by the bank to comply with the provisions of Title 26, Section 3661 
U.S.C. The check was not given to the Internal Revenue, but was held 
temporarily by the employer bankrupt and turned over to its attorney 
after the bankruptcy proceedings, pending a final decision as to the 
government's right to all, part, or none of said moneys. Upon certifica- 
tion the bank became liable for that money and from that moment on 
the sum involved belonged to the United States when and if it was able 
to prove that bankrupt owed it to the United States. The propriety of 
the debt is now admitted. The sum in trust was therefore set aside and 
delivered upon condition. See Downey v. Citizens’ State Bank of 
Noblesville, 100 Ind.App. 158, 194 N.E. 748, 744, where the court said, 


“The drawer by consenting to the certification in effect assigned 
the amount of the check to the bank, and the bank then became 
the debtor of whosoever should present the same in due course 
to the bank for payment.” 


In other words, the bank assumes the debt, but if the bank is insolvent, 
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CERTIFICATION 





OF CHECK 


well the court in Minot v. Russ, 156 Mass. 458, 31 N.E. 489, 16 L.R.A. 
510, said: that the drawer himself is still liable on the indebtedness. 

In 9 C.J.S. Banks and Banking § 373, p. 789, referring to a certified 
check, the general law is laid down: 


“Unlike a mere acceptance, it (referring to a certified check) 
is more than a promise by an acceptor to assume the payment 
thereof; it is a warranty that funds sufficient for that purpose are 
presently on deposit, and have been set aside for that use and is 
equivalent to payment.” 


In other words, here is a separate fund set aside. It’s traceable. No 
other checks, except those beyond the amount set aside to meet the 
certified check, will be honored by that bank. 

It is the opinion of this court that there couldn’t be any clearer 
“trust” than this nor any clearer “tracing” of a trust since the moment 
the check was certified, the specific fund to which Section 3661 applied 
was thus created. The sum and substance of what the parties had done 
was this— 


“Since we (the employer) collected and withheld this money 
in ‘trust’ (Section 3661) and mingled it with our own, so we're 
now going to make sure that the United States gets money so 
collected and withheld for the purpose enacted in the act, and 
we are going to place it in a fund that is unreachable by anyone 
else until the amount of the tax, if any, is admitted or proven.” 


The employer not only had a duty to do what it belatedly did, but there 
are certain penalties under the act which the employer undoubtedly 
wanted to avoid. Mr. Kircher expressed himself as not wanting to deprive 
any of the employees from getting this money; but whether that was 
the real reason or whether he feared something else is immaterial. The 
employer held this money in “trust” for the United States and then set 
the money aside, thereby creating an identifiable fund, beyond reach, 
held in “trust” by operation of law. The presence of the certified check 
in the case at bar plus the law itself distinguishes this from those cases 
relied on by the Referee’s conclusion that the fund was not traced. 

In Barrs v. Barrs Rent-A-Car Co., 71 Ohio App. 465, 50 N.E.2d 388, 
while the court held that the evidence there was insufficient to trace 
the “trust” fund in favor of the United States, it does in the syllabus add 
that you couldn’t trace the fund “into balance of deposit” and then the 
case itself says that there was no evidence to show that. 


“after payment of the checks for wages, . . . any balance continued 
thereafter until the receiver was appointed, . . .”. 


In the case at bar there would be such a “balance,” not only after the 
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wages were paid out of the company’s bank balance, but before such 
wages were paid, as long as the bank was solvent. 


In Hercules Service Parts Corp. v. United States, 6 Cir., 202 F.2d 
938, at page 940, the court uses this significant language: 


“It is the general rule that a trust cannot be impressed for the 
benefit of the cestui que trust unless the trust property is identified 
or the corpus of the trust is traced into some specific fund or thing 
into which the original trust property has passed in some form.” 


Here there is such an identification of the trust fund property. 

The Negotiable Instrument Act, Comp. Laws 1948, § 439.1 et seq., 
does not interfere with our conclusion and therefore cases interpretative 
of negotiable instruments relied on by Trustee—including Vinton v. 
Peck, 1866, 14 Mich. 287; Burson v. Huntington, 1870, 21 Mich. 415; 
Thatcher v. Wardens, Etc., St. Andrews Church, 1877, 37 Mich. 264; 
Gibson v. Dymon, 1937, 281 Mich. 187, 274 N.W. 739; and State of 
Ohio ex rel. Squire v. Eubank, 1940, 295 Mich. 230, 294 N.W. 166 are 
not in point. 

The court therefore reverses the order of the Referee in Bankruptcy, 
dated October 19, 1953, and incidentally adds that the delay in deciding 
this case has not been the fault of this court. We did not have knowledge 
of this case until within the last ten days since submission of the matter 
was withheld, as we are informed, at the request of both parties. 





Burden is Upon Bank to Prove it Purchased Note 
in Good Faith and Without Notice of Defect 


A very interesting case involving the burden of proving that 
a bank had purchased a note in good faith and without notice 
of any defect has been decided by the Supreme Court of Ver- 
mont. The case illustrates the position banks may find them- 
selves in where they have purchased notes which were obtained 
by the payees of the notes under suspicious, if not fraudulent, 
circumstances. 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 660. 
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The Globe Remodeling Company approached the defend- 
ants, makers of the subject note, and apparently represented that 
if the defendants would agree to let Globe apply asbestos 
siding to their house for an agreed upon price, Globe would 
take pictures of the house for advertising purposes and would 
use the remodelled house as a means of selling their services 
to others. In return for this the defendants would receive com- 
missions and other compensation. The defendants thereupon 
contracted for the remodelling job and signed a note in pay- 
ment. This note was negotiated to the plaintiff bank on the 
same day it was executed by defendants. 


The testimony of various witnesses for the defendants in- 
dicated that they had received similar promises from Globe and 
that in fact no pictures were taken of their houses and no com- 
missions were received. Since none of the compensation 
promised by Globe to the defendants was ever received, de- 
fendants refused payment on the note and the bank brought 
suit as holder in due course. The lower court ruled in favor 
of the bank. 

On appeal the Supreme Court of Vermont reversed the lower 
court and in doing so set forth some of the pertinent legal factors 
bearing on the subject of when holders of negotiable instru- 
ments must prove that they are holders in good faith without 
notice of defects. The court stated that every holder is deemed 
prima facie to be a holder in due course but that when it is 
shown that the title of any person who has negotiated the in- 
strument was defective, the burden is put on the holder to prove 
he is a holder in due course. In this case therefore, when the 
defendants introduced evidence tending to show fraud in the 
procurement of the note by Globe, the burden of proof shifted 
to the bank as purchaser to show that it took the note in good 
faith without notice. The court pointed out that this is a fair 
rule of evidence because the circumstances under which notes 
are purchased are peculiarly within the knowledge of the pur- 
chaser and beyond the knowledge of the makers. 

Since the bank had not sustained its burden of proving its 
good faith the lower court was wrong in determining as a matter 
of law that the bank was a holder in due course. Gramatan 
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National Bank & Trust Company v. Beecher, Supreme Court of 
Vermont, 146 A.2d 246. The opinion of the court is as follows: 


SHANGRAW, J.—This is an action on a note signed by the defendants 
as makers payable to the Globe Remodeling Company and endorsed by 
it to the plaintiff before maturity. The defendants filed an affidavit of 
defense under county court rule 9 setting up fraud in procuring the 
note, and signatures thereto, by the Globe Remodeling Company; that 
plaintiff is not a holder in due course; and, that representations made 
by the Globe company were a part of a general scheme to defraud the 
defendants, of which plaintiff had knowledge. Hearing was had by the 
court, findings of fact were made and judgment was for the plaintiff. 
The case is here on the exceptions of the defendants: (a) to the findings 
of fact; (b) to the failure of the court to find facts as requested by the 
defendants; (c) to the admission of evidence; (d) to the exclusion of 
evidence offered by the defendants; and, (e) to the judgment. 

Following are the facts as found by the court and unexcepted to. 
The plaintiff is the holder of a promissory note signed by the defendants 
as makers dated October 13, 1953, written for the sum of $1,451.88, 
payable to the Globe Remodeling Company, and endorsed by it to the 
plaintiff. The note as set forth in the findings of fact provides for its 
payment in thirty-six monthly installments of $40.33 each, with interest 
from the expressed or declared maturity at the highest lawful rate. The 
first installment was payable December 13, 1953. The note contains an 
acceleration clause providing that in case of default in the payment 
of any installment the entire unpaid amount shall immediately become 
due and payable together with 18 percent of the amount unpaid thereon 
for collection fees. The note was endorsed without recourse and sold 
to the plaintiff by the Globe Remodeling Company on October 13, 1953, 
for the sum of $1,200. The contract provided for a net cash price of 
$1,200. At the time of the signing of the contract dated September 24, 
1953, a representative of the Globe Remodeling Company talked for 
several hours with the defendant Jennie F. Beecher, and represented 
to her that a commission would be paid to the defendants for work 
performed by the company through the showing of the Beecher house 
and contacts made by Mr. Beecher, or Mr. Shapero, district manager of 
the company. A discount certificate dated September 24, 1953, was given 
to Mr. Beecher by Mr. Shapero on behalf of the company showing a 
reduction of the price from $1,500 to $1,200, in consideration of Mr. 
Beecher allowing his home to be displayed, pictures taken of it, and the 
use of any pictures taken in the Globe’s advertising program. An 
insurance policy was given Mr. Beecher by the company providing for 
insurance of payments under the contract with the Globe Remodeling 
Company in case of death or total disability of Mr. Beecher. When 
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informed that Mr. Beecher’s financial condition was poor at the time, 
the representative of the company promised that the company would 
make the first two payments on the note. The defendants have made 
no payments on the note. No claim was made by the defendants for 
commissions under the agreement from the Globe company, and none 
were ever paid. No pictures were taken of the Beecher residence. 
No payments were made under the policy, although Mr. Beecher was 
in a hospital for some time. The court also found the following facts to 
which exceptions were taken by the defendants: 


“4. That the said note was given to the Globe Remodeling 
Co. by the defendants under a contract for work to be done on 
their house by the Globe Co. which contract specified that the net 
cash price of the contract was $1,200.00 (twelve hundred dollars). 

“11. That other people, namely, Mr. Barber, Mr. Bishop, 
Mrs. Jepson, Mr. and Mrs. Millington and Mr. and Mrs. Martin, 
all in the vicinity of Bennington, also signed contracts with 
Globe at various times. That none of them received commis- 
sions from the Globe Company under agreements with the 
Globe Company similar to those made with the Beechers. 

“18. That the plaintiff took the note in good faith and for 
value. 

“14. That at the time the note was negotiated to the plain- 
tiff it did not have notice of any infirmity in the instrument or 
any defect in the title of the person negotiating it. 

“17. That the plaintiff is a holder in due course of the 
promissory note here sued upon. 

“18. Defendants are liable to the plaintiff for the unpaid 
balance of $1,330.89, together with interest at 6% from March 
18, 1954, plus collection and attorney’s fees in the amount of 
$239.56, plus the costs of this action.” 


The defendants also took exceptions to the failure of the court to 
find as requested, numbers 3, 4, 5, 6, 11, and 18 to 48, inclusive, and to 
the judgment order. In order to better understand our discussion of 
defendants’ exceptions we now summarize the undisputed testimony 
of Mrs. Beecher and certain other witnesses. On September 24, 1953, 
the defendants signed an agreement (Def.Ex. “C”) with the Globe Re- 
modeling Company whereby this company agreed to apply Johns Mans- 
ville asbestos siding on their home in Bennington, Vermont. At the time, 
and prior to their signing, two salesmen of the company, a Mr. Shapero 
and a Mr. Green, came to their house and wanted to know if they could 
take photographs of their home to be used as an advertisement, stating 
that a photographer was outside in a car. At the time defendants were 
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given a paper (Def.Ex. “D”) signed by Mr. Shapero, as an authorized 
representative of the company, in part reading as follows: 


“A 3% commission will be paid to Mr. Beecher for any jobs 
sold as a result of showing his house to a prospect and mailing 
prospect’s name to company on company appointment card. 5% 
commission will be paid to Mr. Beecher for any prospects ac- 
quired and contracted by Mr. Shapero and performed by us.” 


The defendants agreed to allow the company to take pictures of their 
home to be used by the company in its advertising program, Discount 
Certificate (Def. Ex. “E”). Before signing the contract defendants were 
informed by the salesmen that the company wanted to use these pictures 
as an advertisement in a magazine. The representative, as testified by 
Mrs. Beecher, said: “... an ad in a magazine. I think he mentioned the 
Saturday Evening Post would cost them $10,000.00. They could make 
a whole lot more money off a family’s home. ... It was for the sales 
they were going to make through the pictures as before they did the 
job and after. They were going to use both pictures as to what it would 
do for the home.” Referring to the job, “They said it would pay for it 
and more too. They expected we would make more than enough on 
the commissions.” Defendants were given a Certificate of Insurance 
(Def.Ex. “F”) and by reason of Mr. Beecher’s illness the salesmen 
represented that “we would be protected through their insurance com- 
pany, if it came to that.” No photographs were taken, nor did the 
defendants receive any commission. When interrogated about the 
note (PI.Ex. “1”), she was asked to sign by a representative of the com- 
pany, and informed as she testified, “. . . it would be stating that the 
job was finished.” She then declined and in the evening another man 
from the company called and she was again told as she testified, “. . . 
the Globe Company lets these jobs out to jobbers,—let them out so much 
for the contract for finishing the work . . .”. On cross examination Mr. 
Beecher was asked this question. “You didn’t look at the paper before 
you signed it? A. No. We took the man’s word. He said to sign it, it 
was to show the job had been completed.” The witness further testified, 
“They said we were going to make money, they were going to make 
money.” 

As stated in paragraph 11 of the findings of fact agreements were 
made with other parties in the vicinity of Bennington similar to those 
made with the Beechers. Mr. Bishop testified “They offered to do my 
home. Said they would take pictures before and after it was done.” 
After it was done “they were going to give me payments, the house 
itself was going to cover the payments... It was going to be the first 
house in the territory that was done. .. . Commissions to be received 
provided any other houses were done.” This agreement was made 
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June 23, 1953. Mr. and Mrs. Millington made a similar agreement with 
the Globe company in the spring of 1953. Mrs. Millington testified that 
the Globe Remodeling Company promised “commissions to help pay 
for the siding.” Eleanor Martin contracted with the company for 
siding in the spring of 1953 and testified that a representative of the 
company stated “they would use our house as it would be the only one 
in the neighborhood; that they would use our home as a demonstrator 
and they would put a sign in the front yard as they did with the rest 
of them and that the commissions from places sold would more than 
cover the cost.” Edward Barber of So. Shaftsbury, Vermont, testified 
that he likewise entered into an agreement with the Globe Remodeling 
Company around January 27, 1953, and was told, as he testified, “He told 
me if my house was done he would give me a commission on all jobs 
done to make it much easier for my wife and I.” Wilma Campney of 
Bennington, Vermont, entered into a similar agreement with the com- 
pany in the fall of 1954, testifying that a represenative of the company 
“promised that they would take pictures of the house before and after 
the siding was put on and that they would use it as an advertisement 
to get other people to buy their siding and also that I should receive 
a commission on every house that was . . . that siding was put on through 
having had these pictures taken and anyone I would get to have this 
done, they would reimburse me for it.” No pictures were taken. None 
of the parties received commissions. All of this testimony is un- 
challenged. 


Mr. Wunder was the only person improved as a witness by the 
plaintiff. He testified that he was in charge of the collection and pur- 
chase of various notes for the plaintiff in the New England area and 
upstate New York and that at the time the note was purchased he did not 
have any notice that the note had been dishonored, nor notice of any 
defects in the title thereto of the Globe Remodeling Company, without 
however stating any circumstances surrounding its acceptance by the 
plaintiff. 

Before passing upon certain of the exceptions of the defendants we 
refer to sections of the Negotiable Instruments Act, the construction 
thereof, and principles of law applicable herein. The defendants 
generally assert fraud on the part of the Globe Remodeling Company 
in the inception of the contract and note, and that there was a general 
scheme to defraud. It is also claimed that the plaintiff is not a holder 
of the note in due course. No serious question is made but that the note 
was complete and regular on its face; that the plaintiff became the holder 
thereof before the note was overdue; and that the note was taken for 
value. The material facts controverted relate to the circumstances of 
the taking by the plaintiff, that is, whether it was in good faith, and 
without any notice of any infirmity of the instrument or defect in the 
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title of the person negotiating it. V.S. 47, § 5496 in part reads: 


“A holder in due course is a holder who has taken the instru- 
ment under the following conditions: . . . 


“III. That he took it in good faith and for value; and 


“IV. That at the time it was negotiated to him, he did not 
have notice of any infirmity in the instrument or defect in the 
title of the person negotiating it.” 


We start with the presumption that the plaintiff is a holder in due 
course. Howard National Bank v. Wilson, 96 Vt. 438, 449, 120 A. 889. 

V.S. 47, § 5504 provides: “Every holder is deemed prima facie to be 
a holder in due course; but, when it is shown that the title of any 
person who has negotiated the instrument was defective, the burden is 
on the holder to prove that he or some person under whom he claims 
acquired the title as holder in due course; but the last mentioned rule 
does not apply in favor of a party who became bound on the instrument 
prior to the acquisition of such defective title.” 

As to what constitutes notice of an infirmity in a note V.S. 47, § 5501 
reads: “To constitute notice of an infirmity in the instrument or defect 
in the title of the person negotiating the same, the person to whom it is 
negotiated must have had actual knowledge of the infirmity or defect or 
knowledge of such facts that his action in taking the instrument 
amounted to bad faith.” 

The statute relating to defective title of a person who negotiates an 
instrument is found in V.S. 47, § 5499 reading as follows: “The title of 
a person who negotiates an instrument is defective within the meaning 
of this chapter when he obtained the instrument, or any signature thereto, 
by fraud, duress or force and fear or other unlawful means or for an 
illegal consideration or when he negotiates it in breach of faith or 
under such circumstances as amount to a fraud.” 

Neither gross negligence, nor knowledge of suspicious circumstances, 
nor failure to inquire into the consideration will of themselves, as a matter 
of law, prevent a recovery by a holder of negotiable paper who purchases 
it in the ordinary course of business; but as is said in Arnd v. Aylesworth, 
145 Iowa 185, 123 N.W. 1000, 29 L.R.A.,N.S., 638, cited in Land Finance 
Corp. v. Sherwin Electric Co., 101 Vt. 114, at page 123, 141 A. 598, at 
page 601, the authorities are practically unanimous in holding that the 
“existence of such facts may, . . . be evidence of bad faith sufficient to 
take the question to the jury, and especially is this so where the burden 
is upon the holder to establish the innocent character of his purchase.” 
Barre Trust Company v. Ladd, 103 Vt. 392, 412, 154 A. 680, 689. 

The defendants claim fraud in the inception of the contract and 
note, by reason of the unfulfilled promises made by the Globe Re- 
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modeling Company to take pictures of their home and pay commissions. 
Our law is well settled that false representations or broken promises 
referring merely to the future do not afford the basis of actionable fraud. 
Comstock v. Shannon, 116 Vt. 245, 250, 73 A.2d 111, and cases cited. 
While a promise, standing alone, does not afford the basis of actionable 
fraud, it is not improper to consider broken promises where there was 
a general scheme to defraud of which the promises were steps in a series 
of actions constituting the scheme. Harponola Co. v. Wilson, 96 Vt. 
427, 435, 120 A. 895; Comstock v. Shannon supra, 116 Vt. at page 250, 
73 A.2d at page 113, citing Adams v. Soule, 33 Vt. 538, 544; Wilbur v. 
Prior, 67 Vt. 508, 512, 32 A. 474, and Harponola Co. v. Wilson, supra. 
A future promise may be fraudulent when it is a part of a general scheme 
or plan, existing at the time, to induce a person to act, as he otherwise 
would not, to his injury. 37 C.J.S. Fraud $11, pages 235, 236. In 
urging fraud in the inception of the contract and note the defendants 
claim, and offered evidence which was received, tending to show that 
the Globe Remodeling Company was, at the time, engaged in other 
fraudulent transactions of like kind. In the case of Eastman v. Premo, 
49 Vt. 355, 360, it was held that evidence of other contemporaneous 
fraudulent transactions of like kind was admissible. See 11 C.J.S. Bills 
and Notes § 674b, page 138. 


It is only necessary to mention and dispose of the following excep- 
tions. Exception to finding 11 is here considered with the defendant's 
exceptions for failure to find 6, relating to assurances given defendants 
that pictures would be taken of their home for advertising purposes, and 
that commissions would be received, and also with defendants’ excep- 
tions for failure to find 21 to 39, inclusive, 40 and 41. Exceptions 21 to 
39, inclusive, relate to requests that similar promises were made to 
witnesses Barber, Bishop, Jepson, Millington, Martin, and Campney, 
and that no commissions were paid these parties. That the promises 
of the company to the defendants and others were never intended to be 
kept; that the defendants and above parties relied on the promises of 
the company; and that the promises so made were part of a scheme to 
defraud. Exceptions 40 and 41 have to do with requests that the 
promises to defendants contemplated from the outset the note here in 
issue, and that the note was obtained through the company’s scheme to 
defraud the defendants and others. The defendants excepted to 
finding 11 on the ground that it fails to set forth the particulars of 
the transactions involved, with parties therein named, as supported by 
the uncontradicted testimony of the defendants and others. While the 
exception to finding 11 standing alone is too general, however it is in 
effect disposed of by our favorable action on the requests to find 
enumerated in this paragraph of the opinion. The defendants in their 
brief call attention to, and rely upon quoted testimony of the defendant 
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Mrs. Beecher and others, heretofore summarized, in support of their 
exceptions for failure to find as requested. It is true, of course, that the 
credibility of a witness and the weight to be given his testimony are for 
the determination of the trier, and a court or jury is not bound in all 
circumstances to believe testimony not directly contradicted. LaPierre 
v. Halpin, 111 Vt. 193, 196, 13 A.2d 281. However statements of a 
witness are not to be arbitrarily disregarded, Valenti v. Imperial Assur- 
ance Co., 107 Vt. 65, 69, 176 A. 418. In this case the testimony of Mrs. 
Beecher not only was uncontradicted but to a large extent corroborated 
by other witnesses. The same was true of the testimony of all other 
witnesses improved by the defendants. The evidence required that 
the above requested findings be made and the exceptions are sustained. 


When the plaintiff proved the note and it had been received in evid- 
ence, it had made a prima facie case on which it could rely until the 
defendants introduced evidence of fraud in the procuring of the note 
sufficient to support such a defense if the Globe Remodeling Company 
was the plaintiff. Until there was such evidence of fraud in the case, 
the testimony of Mr. Wunder to the effect that he had no notice that 
the note had been dishonored, nor notice of any defects in the title, 
neither added to, nor detracted from the prima facie case. When the 
defendants introduced evidence sufficient for the consideration of the 
court, which so appears, tending to show fraud in the procuring of the 
note, then the burden was upon the plaintiff to prove by a preponder- 
ance of the evidence that the plaintiff bought the note in good faith. 
Harponola Co. v. Wilson, supra; Howard National Bank v. Wilson, 
supra. As stated in Howard National Bank v. Wilson, supra, 96 Vt. at 
page 453, 120 A. at page 814, “It devolves upon him to disclose the facts 
and circumstances attending the transfer, from which good or bad faith 
in the transaction may be inferred. The question is generally one of 
fact for the jury.” As stated in Land Finance Corp. v. Sherwin Electric 
Co., supra, 101 Vt. at pages 122 and 123, 141 A. at page 601, “On this 
issue the defendant would not necessarily have to produce evidence 
tending to show a lack of good faith on the part of the plaintiff, but 
it could rely upon the insufficiency of the plaintiffs evidence. . . . It is 
ordinarily to be expected in these cases that the purchaser will testify 
to his good faith and want of notice, as was done in this case, and 
that the defendant is compelled to rely upon the circumstances surround- 
ing the purchase and the inferences to be drawn therefrom to rebut 
such showing.” While it might frequently occur that a defendant would 
be powerless to prove knowledge of the fraud in the plaintiff where they 
were not the immediate parties to the transaction, it would rarely, if 
ever, be a hardship upon the plaintiff to require him to show good faith 
by proving the circumstances under which he became the holder of the 
instrument sued on—facts peculiarly within his own knowledge. Howard 





oo 


ee ee ee ee ee 


— el lL le elle ee li eli 














HOLDER IN DUE COURSE 405 





National Bank v. Wilson, supra, 96 Vt. at page 451, 120 A. at page 893. 
The plaintiff failed to sustain its burden of proof in this respect. 

Without repeating the facts and circumstances, there was evidence 
tending to show fraud in the procurement of defendants’ signatures to 
the initial contract and ultimately to the note. The representations 
made by salesmen of the Globe Remodeling Company to Mr. and Mrs. 
Beecher, and steps taken, followed generally the same pattern as made 
to others, all as bearing upon a plan or scheme to defraud. The 
defendants were entitled to the requested findings as indicated in this 
opinion. Furthermore, in the absence of evidence on the part of the 
plaintiff disclosing facts and circumstances attending the transfer and 
its procurement of the note, from which good or bad faith might be in- 
ferred, it cannot be said that the court was at liberty on the evidence 
presented to determine as a matter of law that the plaintiff purchased 
the note in good faith, or that it was a holder thereof in due course. 
Error appears. 

The judgment is reversed and the cause remanded. 


Subrogee May Recover From Depositor’s Bank 


On the basis of certificates and information of an attorney, 
the plaintiff title company insured title in certain property as 
belonging to one Sims who had applied for a mortgage on the 
property. The mortgagee issued its check for the amount of 
the loan and delivered it to the attorney who apparently signed 
the name of the mortgagor on the mortgage and the accompany- 
ing note. The check for the proceeds of the loan was made out 
to both the attorney and the mortgagor. The attorney indorsed 
the check with his own name and that of the mortgagor and 
deposited it in his own account in the First National Bank of 
South Carolina. This bank forwarded the check to the drawee 
bank which paid it and charged the mortgagee’s account. When 
it was discovered that the certifications of the attorney were 
false and that the mortgagor did not in fact own the property, 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 579. 
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the plaintiff title company reimbursed the Hartford Federal 
Savings and Loan Association to which the mortgage had been 
assigned. 

In return for this reimbursement Hartford assigned the note 
and mortgage to the title company which also received an as- 
signment from the original mortgagee of all rights and claims 
it had against any person connected with this loan. The original 
mortgagee was, of course, the depositor in the defendant-drawee 
bank. The First National Bank of South Carolina in which 
the check had been deposited by the attorney agreed to reim- 
burse the drawee bank if the court found the drawee was liable 
to the title company. 

The court ruled in favor of the title company. The drawee 
bank argued that since its liability to its depositor and the title 
company’s liability to the depositor arose under different ob- 
ligations, the bank was not liable to the title company. The 
court rejected this defense however, on the ground that the title 
company was validly subrogated to all rights of the depositor and 
thus was entitled to recover against the drawee bank. Lawyers 
Title Insurance Corporation v. Bank of Fort Mill, United States 
District Court, W.D. South Carolina, 167 F.Supp. 448. The 
opinion of the court is as follows: 


WYCHE, C.J.—The plaintiff Title Insurance Company insured the 
title to property in Charleston County, South Carolina, in one Berford 
F. Sims, for a mortgage loan to Sims from Perpetual Building and Loan 
Association of Fort Mill, South Carolina. The title insurance for Per- 
petual was procured by, and the loan disbursed by one Robert B. Stall, 
Jr., an attorney at law of Charleston, South Carolina. It appears that 
Stall falsely certified the title as being in Sims, whereas Sims never had 
title to the property in question, and that Stall, without specific authority, 
signed Sims’ name to the note and mortgage representing the loan. 

Both Sims and Stall were named as payees of Perpetual’s loan pro- 
ceeds check, drawn on the Bank of Fort Mill, and Stall, again without 
specific authority, endorsed Sims’ name thereon as well as his own. 
Sims received none of the funds. 

When the defect in the title came to light, the plaintiff, under the 
terms of its title insurance policy, paid the mortgagee its loss and plaintiff 
now brings this action against the Bank of Fort Mill, alleging that Bank's 
wrongful payment of the check under a forged endorsement, and 
further alleging that the plaintiff, by reason of its payment of the loan 
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to the mortgagee under the title policy, became subrogated to the rights 
of the depositor-insured thereunder, and has the right to bring this suit 
against the defendant Bank of Fort Mill as a violation of the defendant's 
contract with such depositor that the depositor’s funds not be paid out 
from its account except on the proper order of the depositor. 

In compliance with Rule 52(a) of the Rules of Civil Procedure, 28 
U.S.C.A., I find the facts specially and state my conclusions of law 
thereon, in the above cause, as follows: 


Findings of Fact. 

1. The plaintiff is engaged in the business of writing various types 
of real estate title insurance throughout the United States, including the 
State of South Carolina, and its annual premium income has for many 
years amounted to several million dollars. 


2. In 1949, the plaintiff placed one Robert B. Stall, Jr., an attorney 
at law of Charleston, South Carolina, on its so-called approved list of 
title attorneys, thereby qualifying Stall to certify titles to the plaintiff 
for insurance. 

8. In December of 1952, on the basis of certificates and information 
furnished it by Stall, the plaintiff insured the title of one Berford F. Sims 
for a mortgage loan from Perpetual Building and Loan Association of 
Fort Mill, South Carolina. Perpetual held a purported mortgage from 
Sims, dated December 24, 1952, recorded in the proper public office in 
Charleston County, South Carolina, purporting to cover real estate in 
that County. Although Sims’ name appears on both the mortgage and 
the note secured thereby, and the name of his wife appears on the 
renunciation of dower on the mortgage, neither Sims nor his wife actually 
signed the same, but the said names appear to have been written by 
Stall. 

4. The plaintiff issued its title policy No. 545—281, insuring, among 
other things, that the fee simple title to the property described in the 
mortgage, at the date of the policy, was vested in Sims; however, the 
title to the said property was never vested in Sims and has never been 
vested in him, since it appears that Stall’s certification to the plaintiff for 
the purpose of obtaining insurance on Sims’ title was false. 

5. Perpetual, for the purpose of closing its purported loan to Sims, 
issued its $6,800 check dated December 23, 1952, drawn on the defendant 
Bank of Fort Mill of Fort Mill, South Carolina, payable to the order of 
Berford F. Sims and Robert B. Stall, Attorney; although it does not 
specifically appear in the record, it seems certain that Perpetual delivered 
this check to Stall for handling the closing of the purported loan. 

6. This check for the loan proceeds, bearing purported endorse- 
ments by the payees thereof, was deposited in and credited to the account 
of Stall, on or about December 24, 1952, by the First National Bank of 
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South Carolina, Charleston, South Carolina. In due course the check 
was transmitted to the Bank of Fort Mill which paid the First National 
Bank of South Carolina, and charged Perpetual’s account therefor. The 
First National Bank of South Carolina effected the customary endorse- 
ment on the check: “All prior endorsements guaranteed” before for- 
warding it to the Bank of Fort Mill. 

7. The defendant Bank of Fort Mill had no reason to doubt the 
genuineness of the endorsements on this check and paid the same in the 
ordinary course of business. 

8. Berford F. Sims did not write his endorsement on this check, nor 
did he know, until several months after its negotiation, that his endorse- 
ment had been made thereon by Stall. 

9. In connection with another piece of property, Sims, some time 
in 1952, signed some mortgage papers “to help Stall out”, although Sims 
knew at that time that he did not own the property described in the 
mortgage. For helping Stall out, Sims received $300 in cash from Stall. 
In connection with another piece of property, Sims obtained a signed 
receipt from Stall for $300, representing a purported down payment in 
that amount, although Sims had not, in fact paid Stall $300. 

10. Hartford Federal Savings and Loan Association of Hartford, 
Connecticut, succeeded to the interest of Perpetual in this mortgage by 
assignment of the same, late in December, 1952. 

1l. Some time in the late spring or early summer of 1953, it was 
learned by Hartford that the lien of its mortgage was worthless because 
the purported mortgagor had no title to the property described therein. 

12. The plaintiff made payment to Hartford of its claim for loss 
under the worthless mortgage and Hartford executed to the plaintiff an 
assignment, without recourse, of the said mortgage and the note secured 
thereby. 

18. The original mortgagor, [sic] Perpetual, also executed an assign- 
ment to the plaintiff of all claims, demands or causes of action that it 
may have against any person, arising out of the Sims loan, note and 
mortgage, or out of defects therein, or in the title to the property 
described therein, or in the attorney’s certificate or certificates, or other 
documents in connection therewith or arising out of the $6,800 loan 
proceeds check, or out of misappropriation of funds, negligence, or any 
other matters in connection with said mortgage loan. This instrument 
further authorized the plaintiff to take all legal measures in Perpetual’s 
name or in its own name, to enforce such rights, and Perpetual therein 
undertook to give all possible aid and cooperation, other than financial, 
to the plaintiff in such proceedings. 

14. The First National Bank of South Carolina has agreed that in 
the event the defendant Bank of Fort Mill be liable to the plaintiff 
for the payment of the check in question, the said First National Bank 
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will, in turn, be liable to the Bank of Fort Mill to the same extent, 
because of its relationship as the forwarding bank, and because of the 
endorsement stamp hereinabove mentioned. 

15. The plaintiff Lawyers Title has been reimbursed for all or the 
greatest part of its loss in the premises by St. Paul Mercury Indemnity 
Company, under the terms of a bonding or indemnity agreement between 
the plaintiff and that Company; St. Paul Mercury Indemnity Company 
has similarly agreed that it will be bound and concluded by the final 
adjudication in this matter, in the same manner as if it were a party 
plaintiff. 

Conclusions of Law. 


1. This is a diversity case, brought by the plaintiff, a Virginia 
Corporation, against the defendant Bank of Fort Mill, a South Carolina 
Corporation; the amount involved met the jurisdictional requirement at 
the time the suit was instituted, and the court has jurisdiction of the 
parties and the subject matter. 

2. The endorsing of Sims’ name on the check of Perpetual was in 
law a forgery. 

8. It is almost universally true that as between a bank and its 
depositor, the bank which accepts and pays a check bearing a forged 
endorsement is liable to the depositor therefor, regardless of negligence, 
and even though it act in good faith and without knowledge of the 
forgery. This general rule has been applied by the Supreme Court of 
South Carolina in Life Ins. Co. of Virginia v. Edisto Nat. Bank, 1932, 
166 S.C. 505, 165 S.E. 178. 

4. This general rule, of course, is subject to exceptions, such as where 
the drawer is negligent, or guilty of conduct amounting to estoppel. 
Ellis Weaving Mills v. Citizens & Southern Nat. Bank, D.C.W.D.S.C.1950, 
91 F.Supp. 943, affirmed, 4 Cir., 184 F.2d 43; Glens Falls Indemnity Co. 
v. Palmetto Bank, D.C.W.D.S.C.1938, 23 F.Supp. 844, affirmed, 4 Cir., 
104 F.2d 671, 672. 

5. The South Carolina courts are in accord with the general rule 
that the right of subrogation has its origin in the general principles of 
equity and will be applied or not, according to the dictates of equity 
and good conscience, and considerations of public policy, because it 
rests upon the maxim that no one should be enriched by another’s loss. 
Globe & Rutgers Fire Ins. Co. v. Foil, 1938, 189 S.C. 91, 200 S.E. 97. 
Subrogation is an equitable right and will be enforced or not, according 
to the dictates of equity and good conscience. Powers v. Calvert Fire 
Ins. Co., 1950, 216 S.C. 309, 57 S.E.2d 638, 16 A.L.R.2d 1261. 

6. Defendant agreed with its depositor to be absolutely liable. If 
this standard is burdensome to defendant it must be said that defendant 
voluntarily assumed this obligation in consideration of its depositor’s 
account. 
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The contract of Lawyers Title Insurance Corporation with Perpetual 
clearly provided as part of the consideration that Lawyers Title will 
have all rights of subrogation. Paragraph 5 of Conditions and Stipula- 
tions in Policy No. 545-281. 

The policy was issued to protect Perpetual and its assignees. It was 
not designed to protect the defendant. Perpetual got the protection it 
bought and Lawyers Title should be allowed the remedies for which it 
contracted in the event of loss. 

The record shows that if recovery is allowed to plaintiff the actual 
loss will be paid by the First National Bank of South Carolina which 
guaranteed the check involved to the defendant. This is where the loss 
should be because the First National Bank actually dealt with Stall. It 
handled his account and accepted the check bearing the forged endorse- 
ment and it assumed the responsibility for the genuineness of the 
endorsement. 

Perpetual placed the borrower’s name on the check in order to pro- 
tect itself from the very thing which happened. The bank by taking 
the forged endorsement unwittingly allowed Stall to consummate his 
fraud. 

If the check of Perpetual had not been honored, Perpetual and its 
assignees would have suffered no loss. Perpetual would still have had 
its funds and no matter how invalid the title might have been without 
loss there could have been no claim against plaintiff. 

There was no loss until the check was cashed. The First National 
Bank of South Carolina, which is bound by this suit, honored the 
check initially for its depositor Stall. It guaranteed the endorsement of 
Sims to defendant. It is only just that the First National Bank be 
required to honor its guarantee. 

Defendant has argued that the fact that plaintiff is a subrogee is an 
equity in defendant’s favor. Since the liability of the bank to its 
depositor and plaintiff to Perpetual rise under different obligations, plain- 
tiff has never owed any duty to defendant, therefore, there is no reason 
for balancing equities. 

I can see no reason why the bank should not pay its liability to the 
plaintiff since it admits it is liable to its depositor. 

Judgment should be for the plaintiff, and 

It is so ordered. 

Counsel may submit appropriate order accordingly. 
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Statute of Limitations Bars Action Against Banks 


The United States government as assignee of the State of 
Maryland filed suit against a drawee bank, claiming that the 
bank, in which the State maintained an account, had improperly 
paid 2437 checks on the account in an amount of $48,618. The 
basis of the government's claims was that the payees’ indorse- 
ments had been forged. When this suit was brought the drawee 
bank filed a third party complaint against four other banks, 
alleging that those banks had guaranteed the genuiness of the 
payees indorsements and that the drawee had relied on these 
guarantees when cashing the checks. 

The court indicated that the issue between the government 
and the drawee bank would be submitted for decision after 
completion of discovery proceedings. It did however make 
a final ruling on whether the drawee bank’s complaint against the 
other four banks was barred by the state’s three year statute 
of limitations. The issue was concerned with when the cause 
of action on the indorsements began to accrue and the court 
resolved it in favor of the four banks and against the drawee. 
It reasoned that a guarantee of a prior indorsement is not a 
contract of indemnity against ultimate loss. The guarantor is 
bound on demand to pay back money received for a check if 
any prior indorsement is not valid. Therefore, a cause of action 
on a guarantee of a prior indorsement accrues “at the moment 
when the check is negotiated under a prior invalid indorsement.” 
United States v. Fidelity-Baltimore National Bank & Trust 
Company, Defendant and Third Party Plaintiff, v. Provident 
Savings Bank of Baltimore et al., United States District Court, 
D. Maryland, 166 F.Supp. 1. The opinion of the court is as 
follows: 


THOMSEN, C.J.—The four third-party defendants herein have 
moved for summary judgment in their favor on the ground that the 
claims set out in the third-party complaint are barred by the Maryland 
three year statute of limitations. Ann.Code of Md., 1957 ed., Art. 57, 
sec. 1. 

On December 14, 1956, the United States, as assignee of the State 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1399. 
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of Maryland, filed this action against defendant Fidelity-Baltimore. The 
government's complaint alleges that a state agency, acting for the govern- 
ment under Title V of the Servicemen’s Readjustment Act of 1944, as 
amended, 38 U.S.C.A. § 696 et seq., drew checks on an account which 
the agency maintained with Fidelity-Baltimore and deposited therein 
funds supplied by the United States. The complaint further alleges that 
during the years 1946, 1947 and 1948, Fidelity-Baltimore, the drawee 
bank, improperly accepted 2,437 checks, in the aggregate amount of 
$48,618, on which the purported endorsements of the payees had been 
forged. The government claims $48,618, with interest from the date 
on which the checks were improperly paid by Fidelity-Baltimore and 
charged against the aforesaid account. 

On February 18, 1957, Fidelity-Baltimore filed a third-party com- 
plaint against four banks, alleging that each of the checks had been 
cashed by, deposited in or otherwise negotiated by one of the third-party 
defendants, which had thereupon endorsed such check and guaranteed 
the genuineness of the payee’s endorsement thereon; that Fidelity- 
Baltimore had no notice of any infirmity in any of the endorsements, but 
had relied upon the guarantees of the several third-party defendants; 
and that Fidelity-Baltimore gave prompt notice to each of the third- 
party defendants when it learned of the alleged forgeries. Fidelity- 
Baltimore seeks judgments against the several third-party defendants for 
their respective shares of any judgment the government may recover 
against Fidelity-Baltimore. 

It is agreed that all of the parties knew of the forgeries in 1948, and 
discussed a possible settlement. Third-party defendants concede that 
during 1951 they agreed to extend the period of limitations one year; 
Fidelity-Baltimore does not contend that they agreed to extend it any 
further. The government delayed filing suit against Fidelity-Baltimore 
until December, 1956, and Fidelity-Baltimore has therefore pleaded 
limitations and laches against the government’s claim. In its answer 
Fidelity-Baltimore says: “Now (and in 1955) not only are many of 
these endorsers out of business, insolvent or deceased, but the statute of 
limitations has long since run against all endorsers. The result of this 
delay is that Defendant is without recourse against the persons who are 
rightfully responsible for Plaintiff's loss.” The issue between the govern- 
ment and Fidelity-Baltimore will be submitted for decision after pending 
discovery proceedings have been completed. Meanwhile, third-party 
defendants press their motions to be dismissed without further ado. 

Art. 57, sec. 1 of the Maryland Code provides: 


“All actions of account, actions of assumpsit, . . . except as 
hereinafter provided, actions of debt on simple contract, detinue 
or replevin . . . shall be commenced, sued or issued within three 
years from the time the cause of action accrued; .. .”. 
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In Fourth National Bank in Wichita, Kansas v. Gainesville National 
Bank, 5 Cir., 80 F.2d 490, 491, certiorari denied 297 U.S. 720, 56 S.Ct. 
598, 80 L.Ed. 1004, an action by a drawee bank against an endorser, 
the court said: 


“The question is, When did its cause of action arise? The 
contract of each Defendant is ‘Prior indorsements guaranteed.’ 
We construe this to mean, the validity of prior indorsements is 
warranted. It is not a contract of indemnity against ultimate 
loss. ‘The warrantor is bound on demand to pay back the 
money gotten for the check if any prior indorsement is not valid. 
He cannot insist that his indorsee wait to see whether any loss 
will actually occur. There may be dispute, as there was here, 
about the genuineness of the indorsement, and there may be 
difficulty in making proof, but that does not postpone the accrual 
of the right of action for breach of the guaranty. It accrues at 
the moment when the check is negotiated under a prior invalid 
indorsement. The Fourth National Bank here elected to try the 
issue of validity with its customer at home instead of with its 
guarantors in Texas, thinking to get thereby conclusive evidence, 
if it should lose, by vouching in the guarantors. But not having 
sued them, limitation was running in their favor. That they 
might have sued on the guaranties at once we think established 
by Leather Manufacturers Bank v. Merchants Nat. Bank, 128 
U.S. 26, 36, 9 S.Ct. 3, 32 L.Ed. 342, and United States v. National 

Exchange Bank, 214 U.S. 302, 320, 29 S.Ct. 665, 53 L.Ed. 1006.” 


Although there is no Maryland decision directly in point, the Fifth 
Circuit case is in line with general principles announced by the Maryland 
Court of Appeals and by the Fourth Circuit, and with analogous decisions 
; of this court. Hahn v. Claybrook, 130 Md. 179, 100 A. 83, L.R.A.1917C, 

1169; Washington B. & A. Electric R. Co. v. Moss. 180 Md. 198, 204, 205, 
100 A. 86; Pickett v. Aglinsky, 4 Cir., 110 F.2d 628, 6830; New Amsterdam 
Cas. Co. v. Baker, D.C.D.Md., 74 F.Supp. 809; Northwest Airlines, Inc., 
v. Glenn L. Martin Co., D.C.D.Md., 161 F.Supp. 452. 
Whatever the decision may ultimately be between the government 
j and Fidelity-Baltimore, the motions for summary judgment filed by 
third-party defendants should be granted; Rule 56, F.R.Civ.P., 28 
U.S.C.A. There is no genuine issue as to any material fact. 
| Let judgment be entered in favor of the third-party defendants, 
with costs. 
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Bank Acting as Agent For Collection Not Liable 
to Drawee on Raised Check 


A dividend check for $4.72 was sent to a shareholder in the 
Philippines and after being raised to $4,720 was sent to de- 
fendant company for collection from the drawee bank acting 
as paying agent. The defendant company presented the check 
to First National City Bank in New York which suggested that 
the check be delivered to it for collection. This was done, 
the defendant company indorsing the check in blank. The First 
National City stamped it “received for collection.” It then 
guaranteed prior indorsements and transmitted the check to the 
drawee. The latter bank paid the raised amount which was 
transmitted to defendant bank and in turn credited to the de- 
fendant company’s account. That company immediately with- 
drew the funds and when the forgery was discovered, the surety 
of the drawee bank brought suit against both the defendant 
company and First National City Bank. 

The court ruled that the defendant company was clearly 
liable because of its unqualified indorsement which warranted 
not only the signature of the payee but also the integrity of the 
document (Negotiable Instruments Law, Sec. 116). It also 
ruled that the First National City Bank was not liable to the 
drawee’s surety. It reasoned that if the bank had not received 
the check for collection it would have been liable as its principal, 
the defendant company, was liable. However, under the New 
York cases, the Negotiable Instruments Law and the Uniform 
Bank Collection Code in effect in New York, the bank, having 
made its status as agent for collection manifest by its indorse- 
ment and the proceeds of the check having been paid over to 
its principal, the bank had no liability. Seaboard Surety Com- 
pany v. First National City Bank of New York and Wheel Parts 
& Manufacturing Co., City Court of New York, 180 N.Y.S.2d 
156. The opinion of the court is as follows: 


SAMUEL C. COLEMAN, J.—A corporation mailed a dividend check 
for $4.72 to one of its shareholders in the Philippines. Several months 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 78. 
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later the defendant, Wheel Parts, received the check from a firm in the 
Philippines with which it had had dealings. The amount had been 
raised to $4,720. There is no suggestion that this had been done by 
Wheel Part’s correspondent. That correspondent had not endorsed the 
check; it had been endorsed only by the payee. Wheel Parts pre- 
sented the check to the defendant, First National Bank, which suggested 
that the check be delivered to it “for collection,” instead of being de- 
posited in the ordinary way. Wheel Parts thereupon endorsed the check 
in blank and delivered it to First National. That bank stamped upon 
it, “received for collection,” endorsed it in the usual way, “prior endorse- 
ments guaranteed,” and transmitted it through the usual banking channels 
to the drawee bank. The latter paid the larger amount, transmitting the 
amount to the defendant bank which in turn credited Wheel Parts with 
the proceeds. Wheel Parts immediately withdrew the proceeds. The 
drawee bank charged its depositor with the larger amount and later 
when the forgery was discovered made its depositor whole. Plaintiff 
(assignee of the drawee bank) sues Wheel Parts and the collecting First 
National. , 

Wheel Parts clearly is liable. It endorsed the check and received full 
payment upon the instrument. By its unqualified endorsement it 
warranted not only the signature of the payee but the integrity of the 
document itself (Negotiable Instruments Law, §116). It relies upon 
“negligence” in the manner in which the check was drawn, but assuming 
such a defense to be available against the bank as distinguished from 
the maker, I see no negligence. The form of the check and the manner 
in which the figure “$4.72” was inserted followed customary practice. 


The case is different as to the collecting bank. If that bank had not 
received the check “for collection”—that is, as an agent for the purpose 
of receiving payment for its depositor, it would be liable. It concedes 
as much. It would then have been in the position of Wheel Parts itself 
with respect to its own warranties (Negotiable Instruments Law, § 116). 
But as it was acting only as agent to effect collection for Wheel Parts 
and made its status manifest by the form of its endorsement it is liable 
to the drawee bank only if the proceeds which it received are still in its 
possession and have not been paid over to its own principal, Wheel 
Parts (Negotiable Instruments Law, § 350—a, § 350—c; National Park 
Bank of New York v. Seaboard Bank, 114 N.Y. 28, 20 N.E. 632; National 
Park Bank of New York v. Eldred Bank, 90 Hun. 285, 35 N.Y.S. 752). 
The proceeds here, as I have said, were paid over to Wheel Parts and 
withdrawn by it immediately and before either bank had knowledge of 
the forgery. Reading the two cited cases together (they deal with a 
“raised” check), we place National Park Bank, the drawee bank, in 
the position of plaintiff; Eldred Bank in the position of Wheel Parts and 
Seaboard Bank in that of the First National. Eldred Bank was held 
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liable because, although as to its customer its duty was only to collect, 
it did not disclose its agency, and presumably was acting as principal, 
that is as owner of the instrument. Seaboard was exonerated as its 
status as agent to collect was clear. The provisions of the Uniform Bank 
Collection Code (Negotiable Instruments Law, Article 19—A) codify the 
principles at the basis of these decisions. Assuming those cases had been 
rendered obsolete by the later enactment of the Negotiable Instruments 
Law, they were restored to full vigor by the passage of the Uniform Bank 
Collection Code in 1929, so far as rights and liabilities of banks inter sese 
are concerned (cf. 2 Paton’s Digest, [1942] 1376). The principles of those 
cases govern here. The complaint against First National is dismissed; its 
claim over becomes academic; the plaintiff will have judgment against 
Wheel Parts for $4,715.28 with interest from November 15, 1956. 


TITLES OF FINANCING CORPORATIONS 


The Board of Governors of the Federal Reserve System has 
amended Regulation K entitled Corporations Doing Foreign 
Banking or other Foreign Financing under the Federal Reserve 
Act so as to eliminate the requirement that no Financing 
Corporation shall have a name similar to the name of any bank 
in the United States with which the Corporation is affiliated. 
Effective November 12, 1958. 









} 
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Federal Circuit Court Rules on Protection of 
Assigned Accounts Receivable 


In a case which will be of great interest to bankers and bank 
attorneys the Court of Appeals in the Fifth Circuit has ruled 
on questions concerning a bankrupt corporation and a bank’s 
right of setoff of the bankrupt’s deposit against loans due to the 
bank, the establishment by the bank of its secured position as 
holder of warehouse receipts covering the bankrupt’s supplies 
and the validity of certain assignments of accounts receivable 
to the bank. Perhaps the most interesting of these questions 
was the one concerning the assignments. 

The bank had loaned some $200,000 to the bankrupt and 
the loan was allegedly secured by accounts receivable. It ap- 
peared that it was necessary for the appellate court to interpret 
the facts as presented by the record and to construe the Ac- 
counts Receivable Act as it exists in Florida (Fla. Stat. Ann. c. 
524.) The crucial fact which was apparently uncontroverted 
was that the accounts receivable came into existence long after 
the Notice of Assignment was filed with the Secretary of State. 

In construing the statute the court ruled that if the assign- 
ments had been made in writing in compliance with the Act 
they became “protected” during the effective period of the 
prior statutory Notice the moment the assignee took the assign- 
ment if it was an assignment of “an account receivable then in 
existence as a valid and then subsisting contract which obligates 
the account debtor then or in the future to pay money.” Ri- 
baudo, Trustee of Visser Plumbing and Heating Co. v. Citizens 
National Bank of Orlando, United States Court of Appeals, 
Fifth Circuit, 261 F.2d 929. Part of the court’s opinion is as 
follows: 


JOHN R. BROWN, C.J.—The Trustee appeals from an Order of the 
District Court affirming a series of similar Orders of the Referee arising 
out of the bankruptcy of Visser Plumbing and Heating Co., Inc., a 
corporation, engaged in the plumbing contract and supply business. 
The holdings were that (1) two air conditioning window units and a 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 94.5. 
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heating unit were fixtures annexed to the leased realty; and that a 
Bank, as Creditor of the Bankrupt, (2) was entitled to set off deposits 
against the Bankrupt’s debts to the Bank, (3) was a secured Creditor 
as to-inventory pledged under a field warehousing plan, and (4) was 
entitled to retain collections from accounts receivable assigned as 
security for loans by the Bank. 




































Ill. 
The Setoff of Bank Deposits. 


On September 10, 1956, the date of bankruptcy, the Bankrupt was 
indebted to the Citizens National Bank of Orlando on three demand notes 
aggregating $64,613.30. On that date there was $778.09 on deposit in 
the Bankrupt’s regular checking account and $835.53 in a special payroll 
account. Between that date and a week later, when all items previously 
deposited for collection had cleared, the Bank set off this total of $1,613.62 
against the loans then due. As security for their payment the promis- 
sory notes expressly pledged “. . . also any balance on deposit account of 
the undersigned with the Bank.” 

Here again there is no dispute as to the legal principles. Both 
recognize that a general setoff is permissible in respect of deposits made 
in the ordinary course of business. 4 Fla.Jur., Banks & Trust Companies, 
§ 83; and see 4 Collier, Bankruptcy § 68.16 (14th ed. 1942). However, 
both contentions of the Trustee are without merit. The Bank did not 
lose the right to exercise this option on the filing of the Petition for 
Bankruptcy. The special payroll account was special in name only. It 
was not a trust or similar immobilized account. Segregation under that ) 
label was for the Bankrupt’s convenience only and the funds were 
subject to its unlimited dominion. 


IV. 1 

The Field Warehousing. 

Over the period from March 1955 through March 27, 1956, this 
same Bank, on notes ranging in the neighborhood of $15,000 each, had 
loaned the Bankrupt an aggregate of $207,462. These loans were 
secured, the Bank contends, by assignment of construction contracts 

then in progress and traditional accounts receivable. We discuss these ( 
assignments later, infra V. However, more capital was needed and on 
April 9, 1956, the Bank, the Bankrupt and American Express Field 
Warehousing Company entered into a contract for the field warehousing 

of all of the Bankrupt’s inventory. On April 11, 1956, the Bank loaned ‘ 
$50,000, then simultaneously deposited to the Bankrupt’s general account 
as new funds, against the security of nonnegotiable warehouse receipts 

executed by American Express. None of this loan had been repaid . 

and obviously it represented the greater share of the outstanding in- 

a debtedness of $64,613.30 referred to above in the discussion of the 
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setoff of bank deposits. The District Court declared that the Bank had 
a “preferred lien” on the merchandise covered by the warehouse receipts 
held by the Bank, but it is clear that the term was an inadvertent slip. 
We look upon it as though the order declared the Bank to have a 
secured claim. 

We see no point in discussing the evidence in detail. It suffices to 
say that it was the nature of this tripartite arrangement which pre- 
occupied the attention of the Referee, the Trustee personally, and all 
counsel in the hearings reflected in the 150 printed pages of oral 
testimony plus many more of written exhibits. From the bank loan 
officers, the resident vice president of American Express, on down 
through the bonded warehouse custodian, the Referee saw in flesh and 
blood those who knew and stated the actual facts with regard to the 
genuineness of possession and control of the stock by American Express. 
He held it valid, and the Trustee does not show where, in reaching this 
conclusion, the Referee either misperceived the facts or misapplied 
the law. 

Following the typical pattern of field warehousing which is now so 
well recognized as a desirable and legitimate method of financing, the 
Bankrupt first subleased its warehouse premises and storage yard to 
American Express under formal leases which were recorded. Locks on 
all access doors and gates were changed. The keys were in the sole 
control of American Express’s custodians. Liberally scattered around 
the premises and on doors and gates were signs in large and readable 
print showing possession by American Express.* This was brought closer 
home by Reference Stock Cards* on numerous stock bins and shelves. 

The bonded warehouse custodian and assistants were hired under 
express written contracts of employment. Their wages were paid, after 
usual deductions for social security and withholding tax, by checks sent 
from the New York office of American Express. Under the contract 


3 The legend on them was: 
“Warehouse 
of 
American Express Field Warehousing Corp. 
All Goods Are In Its Custody” 
or, 
“Notice 
These Premises Leased By 
American Express Field Warehousing Corp. 
All Goods Are In Its Custody.” 
* These were printed cards about 6” x 3” which stated: 
“Reference Stock Card 
Merchandise or Commodities in the Possession of and Under the Control Of 
American Express Field Warehousing Corporation 
Warehouse Receipt 
Issued To: Citizens National Bank of Orlando 
For Information See 
Warehouse Custodian in Charge of this Warehouse.” 
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the Bankrupt, of course, reimbursed all expenses, which included these. 
But these people were still employees of American Express and access 
to the premises and release of any of the stock to Bankrupt was under 
their exclusive control. Under the physical arrangement of the building 
executives and employees of the Bankrupt and business visitors had to 
pass through the leased warehouse to a balcony on the mezzanine which 
formed the office. However, this did not interfere with the complete 
control by the custodian over the goods. 

As required by the contract an actual detailed inventory was taken 
by the custodian in person. The typed list comprising 85,888 units with 
a value declared by the Bankrupt to be $80,210.62 was affixed to the 
initial non-negotiable warehouse receipt® dated April 11, 1956. On the 
reverse of a duplicate copy of each such Warehouse Receipt, the Bank- 
rupt, described as the Depositor, warranted the quantity, description and 
value of the items covered, and declared that “. . . the said merchandise 
or commodities have been delivered . . . to American Express Field 
Warehousing Corporation for warehousing purposes ... Said receipt 
is to be delivered to the Citizens National Bank . . . for release of stored 
goods to be made.” 

By a contemporaneous written instruction the Bank directed 
American Express to retain in its custody in the warehouse merchandise 
worth 133 1/3% of the $50,000 loaned. So long as American Express 
kept merchandise of $66,666.67 on hand, it was expressly authorized to 
release merchandise to the Bankrupt on its receipt. As new merchandise 
was received and stock in excess of the 183 1/8% was released to 
Bankrupt, the custodian kept detailed records. The custodian issued 
new receipts on behalf of American Express reflecting net gain for the 
period covered, usually a week. These serially numbered receipts were 
consolidated in one dated August 20, 1956. 


Only in the most trivial respects was there any defect in the posses- 
sion and control by American Express. There was, first, the passage of 
people through part of the warehouse area. They could walk, but could 
not take, and they never did. Next, some miscellaneous items of 
merchandise, as well as work tools and certain trucks, not actually covered 
or intended to be covered by a warehouse receipt, were within the 
posted area and apparently, although not actually, under the control of 
the custodian. But this did not lessen, it enhanced, apparent exclusive 


5 Each receipt was serially numbered and dated and signed by an authorized 
custodian. Subject only to certain stated exceptions, none of which are applicable 
here, the receipt read: 

“This Is To Certify that we have received in Storage Warehouse, 538 West 
Central Avenue, Orlando, Florida, No. 57 Ex Visser Plumbing & Heating Co. the 
following described property, subject to all terms and conditions contained herein, 
For the Account Of and To Be Delivered To Citizens National Bank of Orlando, 
Orlando, Florida upon the payment of all storage, handling and other charges 
incurred thereon: . . .”. 





“a fF we fe oh. 
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possession. Also, American Express, which had otherwise qualified to 
do business as a foreign corporation in Florida, had inadvertently failed 
to procure a local license as to this operation described as “Field Ware- 
house 57.” And the warehouse receipts failed to specify certain technical 
particulars which would have been required as to a public warehouse 
under Florida statutes. None of these detracted from the absolute 
dominion which the contracts clearly invested in American Express and 
which the parties faithfully respected in actual practice. 

The arrangement was a valid field warehousing operation and did 
not contravene the Florida Bulk Sales Law. Fla.Stat.Ann. § 726.04; 
Bradley v. St. Louis Terminal Warehouse Co., 8 Cir., 1951, 189 F.2d 818; 
Barry v. Lawrence Warehouse Co., 9 Cir., 1951, 190 F.2d 433, 438; Bostian 
v. Park National Bank of Kansas City, 8 Cir., 1955, 226 F.2d 753; Sampsell 
y. Lawrence Warehouse Co., 9 Cir., 1948, 167 F.2d 885, certiorari denied 
335 U.S. 820, 69 S.Ct. 42, 98 L.Ed. 375; 4 Collier, Bankruptcy § 70.86 at 
1454-62 (14th ed. 1942). 

Finally, the fact that the Bankrupt’s financial statements as of April 
30, 1956, delivered to the Bank sometime during May, showed a deficit, 
cannot satisfy the Trustee’s burden of proof that on April 11, the date 
of the loan and the commencement of the field warehousing pledge, 
the Bank had reasonable cause to believe the Bankrupt insolvent. Can- 
right v. General Finance Corporation, 7 Cir., 1941, 123 F.2d 98. 


V. 

Assignment of Accounts Receivable. 

This issue seems to have slipped in through the back door. In the 
course of the hearing on the Bank’s petition to obtain a secured claim 
on the inventory under the field warehouse receipts, the testimony of 
the Bank’s witnesses disclosed the numerous prior loans aggregating over 
$200,000 secured, so the Bank said, by assignments of accounts receiv- 
able and plumbing contracts in progress. The Bank orally moved for 
an order allowing it to retain all collections from such accounts. The 
Trustee, by a similar oral motion, later reduced to formal writing, sought 
an order compelling the Bank to furnish a detailed list of such assigned 
accounts, collections made therefrom in the year preceding the bank- 
ruptcy, to account for such collections, and an order to remaining 
account debtors of the Bankrupt to pay the outstanding balance of 
such accounts to the Trustee. The Referee granted the Bank’s request 
but denied that of the Trustee. 

This order, with no accompanying findings of fact, recited in the pre- 
fatory part that it appeared to the Court that the Bankrupt “. . . did 
execute an assignment of receivables under the provisions of Chapter 
24297, Laws of Florida, 1947, dated April 5, 1955, and that a renewal 
of said assignment of receivables dated July 30, 1956, was duly filed 
with the Secretary of State as provided by said laws of Florida; that copies 
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of said assignments were attached to the claim of Citizens National Bank 
of Orlando filed in this cause; that said assignments of receivables were 
given as security for advances made by Citizens National Bank of Orlando 
in the usual course of business; that certain sums have been collected 
thereon, .. .” 


Two problems come to us, both directly related to the Florida 
Accounts Receivable Act, Fla.Stat.Ann. c. 524. One is a factual inquiry 
whether assignments were actually made as the Act prescribes. The 
second, and a more important question, concerns the construction of 
the statute. 


On the latter, the Bank’s counsel, taking as his golden text the sage 
advice of the late and pre-eminent advocate John W. Davis that “several 
guides . . . are to be found in three ‘C’s’—chronology, candor, and 
clarity . . . candor, the telling of the worse as well as the best . . .”8 
brings out in the open two things which neither the obscure record nor 
the Trustee’s brief make at all clear. The first is that all such accounts 
receivable came into existence long after the Notice of Assignment was 
filed with the Secretary of State. And second, the situation is identical 
with that in Republic National Bank of Dallas v. Vial, 5 Cir., 1956, 282 
F.2d 785, in which this Court, under a similar Texas statute, held that 
such subsequent accounts are not protected. The Vial case, to be sure, 
so decides. But as is so usual, such candor has not been costly. For this 
was a Texas case in which, subsequent to our earlier decision in Second 
National Bank of Houston v. Phillips, 5 Cir., 1951, 189 F.2d 115, which 
dealt with this general matter’ in Texas, an authoritative Texas decision 
came down which foreclosed this precise question. Whether rightly 
or wrongly, Keeran v. Salley, Tex.Civ.App.1951, 244 S.W.2d 663, error 
ref'd, categorically held that under the definition provisions* of the Texas 
Act the contract between the account debtor and the assignor must be 
in existence at the time the statutory notice of assignment is filed. The 
Court stated this in reverse form. “The contract which gave rise to the 
‘account’ here involved was obviously not in contemplation when the 
notice was executed.” 244 S.W.2d at page 666. 


6 Davis, The Argument of an Appeal, 26 A.B.A.J. 895 (1940). 

7 For a discussion of the historical background on non-notification assignment of 
accounts receivable see M. M. Landy, Inc., v. Nicholas, 5 Cir., 1955, 221 F.2d 923, 
1385 A.L.R.2d and Costello v. Bank of America Nat. Trust & Savings Ass'n, 9 
Cir., 1957, 246 F.2d 807. As to the Texas Act, art. 260—1, Vernon’s Tex.Rev.Stat., 
see also 25 Tex.L.Rev. 606, 30 Tex.L.Rev. 233, 4 Baylor L. Rev. 392. See also, 
Koessler, Assignment of Accounts Receivable, 33 Cal.L.Rev. 40 (1945), and, 
New Legislation Affecting Non-Notification Financing of Accounts Receivable, 44 
Mich.L.Rev. 563 (1946). 

8“In this Act, unless the context otherwise requires: (1) ‘Account’ or ‘account 
receivable’ means an existing or future right to the payment of money presently 
due, or to become due (a) under an existing contract ...”. Art. 260-1, §1, 
Vernon’s Tex.Rev Stat. 
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Both cases have come in for considerable criticism,® and each led 
to precautionary amendments’ in almost identical language in Texas 
and Florida as well as in other states. 

But the fact remains that Vial speaks only for Texas and for our 
present inquiry concerning Florida, from whence has yet come no 
compelling deliverance, Keeran v. Salley is but an aid. Quite naturally, 
in this process, the differences in the two statutes are of some relevance 
notwithstanding their more or less common genesis, see note 10, supra, 
and admitted common aim. 

At the outset there is the difference that the Court in Keeran v. 
Salley presumably deemed significant by its emphasis with italics 
(“presently due, or to become due under an existing contract ...”. 244 
S.W.2d at page 666). 

More important, the Florida statute’! in terms more affirmative and 





9 As to Keeran, see 31 Tex.L.Rev. 63. But to Texas Courts this case has lost none 
of its vitality, Scarborough v. Victoria Bank & Trust Co., Tex.Civ.App. 1952, 250 
$.W.2d 918, 920, error ref'd; Tezel & Cotter v. Roark, Tex.Civ.App. 1957, 301 
§.W.2d 179, 180, error refd. See also National Surety Corp. v. United States, 
1955, 133 F.Supp. 381, 385, 132 Ct.Cl. 724. In United States v. Phillips, 5 Cir., 
1952, 198 F.2d 634, we bypassed. as we do here, the question whether Keeran 
overturned for Texas our decision in Second National Bank of Houston v. Phillips, 
5 Cir., 1951, 189 F.2d 115. 

As to Vial, see Moore & Kupfer, Accounts Receivable—Current Developments, 
The Business Lawyer (A.B.A. Section on Corporation Banking and Business Law), 
reprinted in 75 Banking L.J. 105 (Feb. 1958). 


10The Texas 1955 Amendment and the Florida 1957 Amendment added to the 
clause “(a) under an existing contract” the following: “or under a future contract 
entered into during the effective period of the notice of assignment ...”. Tex.Sess. 
Laws 1955, c. 305, § 1, amending art. 260—1, Vernon’s Tex.Rev.Stat.; Fla.Sess.Laws 
1957, c. 57-22, § 1, amending Fla.Stat.Ann. c. 524.01(1)(a). 

Its purpose was made doubly sure in Texas by the addition of the italicized 
portions to article 260—1, § 4: “Such notice of assignment shall be effective for a 
definite period of time to be stated therein, not to exceed a period of three (3) 
years, and such notice shall protect the assignment of accounts which arise during 
such effective period and which originate out of existing or future contracts, and are 
assigned by assignor to assignee at any time during such three (3) year period, 
regardless of whether such account was in the contemplation of the assignor and 
assignee when such notice was executed.” Art. 260—1, § 4, Vernon’s Tex.Rev.Stat. 
as amended Tex.Sess.Laws 1955, c. 305, § 1. 


11 “524.04 Protected assignments 

“(1) A written assignment for value, signed by the assignor, becomes pro- 
tected at the time the assignee: (a) Files a notice of assignment after taking an 
assignment or (b) Takes an assignment during the effective period of the notice. 

“(2) A protected assignee takes subject to: (a) Judicial liens on the account 
at the time his assignment became protected; (b) An assignment to another person 
which was protected before his assignment, except that an assignee takes priority 
over another assignee who files later than he did, regardless of the relative dates of 
their assignments. Notwithstanding the provisions of subsection (2) (b), a pro- 
tected assignee takes subject to: 

“1. An assignment, prior in time to his, of which he had written notice at 
the time he took his assignment, and, 

“2. Any written contract made by him as to priorities. 

“(3) Subject to subsection (2), above, regardless of notice to the debtor a 
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positive than the Texas Act’? prescribes the nature of a protected assign- 
ment and the steps necessary to be taken to secure it. 

Four situations are likely to occur: (1) delivery of an assignment 
of an.account receivable followed by filing of the statutory Notice of 
Assignment; (2) filing of a statutory Notice that assignor intends’ to 
assign accounts followed by subsequent delivery of an assigned account; 
(3) a simultaneous assignment and filing of Notice; (4) a failure to file 
statutory Notice or deliver a written assignment. 

Situation (1) is covered precisely by § 524.04(1)(a). The same is 
true of situation (2) under the literal terms of 524.04(1)(b). As to this 
the statute plainly states that the assignment “. . . becomes protected at 
the time the assignee: . . . (b) Takes an assignment during the effective 
period of the notice.” This fits into the pattern of the Act as a whole. 
Section 524.03 provides that Notice shall be for one year subject to a 
right of renewal. Subsections (a) and (b) are expressly in the dis- 
junctive. This recognizes the likelihood of these alternative situations 
and as to each prescribes the time and method of acquiring a protected 
status. 

If the holding of Keeran v. Salley is transposed onto the Florida 
statute, it effectually destroys subparagraph (1) (b). 


protected assignee has rights to the account and to the proceeds thereof in any 
form superior to the rights of the assignor and his creditors and assignees from 
him and may recover the proceeds from any such person in possession of them. 
“(4) A protected assignment remains protected while a notice of assignment, 
a renewal, thereof, or an affidavit of continuance is effective.” 
The notice is effective for one year and may be successively renewed. § 524.03 
(1), (2) and (8). 
12 “Whenever any person, firm or corporation shall in good faith take a protected 
assignment of any account or accounts, which shall not have been satisfied, cancelled 
or released by the assignor, all creditors of, and all subsequent assignees, purchasers 
and transferees of or from the assignor shall be conclusively deemed to have 
received notice of such assignment, dating from the time of the filing for record of 
the notice of assignment hereinabove provided; and after such filing for record, no 
purchaser from the assignor, no creditor of any kind of the assignor, and no prior 
or subsequent assignee or transferee of the assignor, holding an assignment not 
protected, or holding an assignment under a notice of assignment subsequently filed 
for record, shall in any event have, or be deemed to have acquired, any right in 
the account or accounts so assigned or in the proceeds thereof, or in any obligation 
substituted therefor, superior to the rights therein of the assignee named in such 
prior protected assignment.” Art. 260—1, § 6, Vernon’s Tex.Rev.Stat. 
13 Section 524.02 prescribes “the following form of notice of assignment, or any 
other form containing substantially the same information: 
“Notice of Assignment of Accounts Receivable 
“For Filing with the Secretary of State 
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The definitive portion regarded as decisive in Keeran v. Salley does 
not purport to cover the consequence of filing statutory notice, or when 
or how that is to be accomplished. It dealt only with those character- 
istics of an “account” or “account receivable” essential to raise a pro- 
tected status. When viewed in this light, the definition, in both the 
Texas and Florida statutes, makes a good deal of sense. It gives a 
cohesion to the Act as a whole and at the same time avoids consequences 
which are quite out of keeping with the purpose of such Acts to establish 
a workable and relatively simple mechanism for non-notification financ- 
ing. As a definition of “account” the meaning was essentially that, at 
the time of the assignment (without regard to the filing of Notice) there 
must be a valid and then subsisting contract obligating the account 
debtor then, or in the future, to make a payment of money. Where the 
act of assignment is the requisite step, the particular account represented 
must then be in existence as a legally enforceable obligation. It did not 
mean to prohibit the agreement to assign such accounts when and as they 
came into being or their actual assignment during the effective period of 
a statutory Notice. 

By weaving Section 524.01(1) (a) and (4) defining assignment 
into Section 524.04(1) (b), the Act is expanded to read substantially 
as follows. The assignment becomes protected during the effective 
period of a prior statutory Notice the moment the assignee takes a 
written assignment of an account receivable then in existence as a 
valid and then subsisting contract which obligates the account debtor 
then or in the future to pay money. 

Consequently we determine for Florida that an assignment of an 
existing account during the effective period of the previously filed 
Notice affords the protected status. 

But Section 524.04, note 11, supra, expressly requires that it be “A 
written assignment for value, signed by the assignor .. .”. On the oral 
argument much was said pro and con about the mechanics in the 
handling of these loans and the so-called pledge of the accounts receiv- 
able. Much of it took the direction of an analysis of the Benedict v. 
Ratner, 1925, 268 U.S. 353, 45 S.Ct. 566, 69 L.Ed. 991, concept. This 
we regard as immaterial if the facts adequately show that there was a 
protected assignment under the Florida Accounts Receivable Act. Cf. 
M. M. Landy, Inc., v. Nicholas, 5 Cir., 1955, 221 F.2d 923. In the 
confused state of this record, we regard this as one in which the interests 
of justice require that there be a remand to determine whether there was 
a written assignment within the meaning of the Act. Fireman’s Fund 
Ins. Co. v. Wilburn Boat Co., 5 Cir., 1958, 259 F.2d 662. If there was, 
the assignments were protected. If not, then the rights are to be deter- 
14“(4) ‘Assignment’ means any transfer of an account, other than by operation 


of law, including a transfer as security, and the creation by agreement of a lien 
on an account.” Fla.Stat.Ann. § 524.01(4). 
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mined under appropriate Florida and Federal principles as though 
the Act were not in existence. M. M. Landy, Inc., v. Nicholas, supra; 
Costello v. Bank of America Nat. Trust & Savings Ass'n, 9 Cir., 1957, 
246 F.2d 807. 

The Orders of the District Court are affirmed as to all matters except 
“V. Assignment of Accounts Receivable.” As to this phase, the order 
is reversed and the cause is remanded for further and not inconsistent 
proceedings. 

Affirmed in part and reversed and remanded in part. 


FALSE FINANCIAL STATEMENT LEADS TO DENIAL 
OF DISCHARGE IN BANKRUPTCY 
First National City Bank of New York v. Latona, United States Court of Appeals, 
Second Circuit, 260 F.2d 264 
A borrower was denied a discharge in bankruptcy where it 
was proved that the borrower’s financial statement, relied on by 
a bank, had failed to disclose “at least one if not both of two 
prior loans.” Such a statement was materially false. For similar 
decisions see B.L.J. (Fifth Edition) § 825. 














FEDERAL BANKING LAWS 
By F. GLOYD AWALT of the Washington, D. C. Bar 


Notes from Washington pertaining to federal banking legislation 
and the regulation of banks by supervisory agencies. 





Legislation 


The Committee on Banking and Currency of the Senate has 
reported out S. 1062, which seeks to provide for control of all 
bank mergers. As introduced, the bill provided that the federal 
banking agency having jurisdiction over the merger in question 
obtain the views of the two other banking agencies in every 
case, as to whether the effect of the proposed merger may be to 
lessen competition unduly or to tend unduly to create a 
monopoly. The Committee amended the bill to require reports 
from the Attorney General on the competitive factors involved 
in all but certain emergency cases. The report states that it is 
the intent of the Committee that the various banking factors 
in any particular case may be held to outweigh the competitive 
factors, and that the competitive factors, however favorable or 
unfavorable, are not, in and of themselves, controlling on the 
decision. In usual cases the Attorney General is allowed thirty 
days to prepare his report on the competitive factors, and pro- 
vision is made for emergency cases in which the banking agency 
may call for a report within ten days. However, the banking 
agencies are not bound in their consideration of the competitive 
factors by the report of the Attorney General. In addition, a 
provision is included for those exceptional cases where im- 
mediate action is required in order to prevent the probable 
failure of one of the merging banks, and no report is required 
from the Attorney General. 


This Committee has also reported out S. 1120, which seeks 
to amend the Federal Reserve Act as it applies to reserves re- 
quired to be maintained by member banks. As introduced, the 
bill would have reduced the range within which the Board could 
set reserve requirements for central Reserve cities from 13 to 
26 percent to 10 to 20 percent. The committee amended this to 
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terminate the authority of the Board to classify or reclassify 
cities as central Reserve cities. New York and Chicago would 
be reclassified as Reserve cities with legal reserve requirements 
specified for Reserve City banks. 

Mr. Carroll introduced, on behalf of himself and Mr. Allott, 
a bill, S. 1607, to amend the Federal Reserve Act to provide 
for an additional Federal Reserve district. The bill states as 
its purposes (1) the creation of a thirteenth district, (2) the re- 
adjustment of existing districts to whatever extent the creation 
of such new district may require, and (3) the designation of 
Denver, Colorado, as the Federal Reserve city for one of the 
thirteen districts. 

A similar bill, H. R. 6063, has been introduced in the House 
by Mr. Pelly. This bill proposes to amend the Federal Reserve 
Act so as to divide the United States into not more than thirteen 
Federal Reserve districts; provides that each district shall have 
only one Federal Reserve city; and provides further that the 
Board of Governors of the Federal Reserve System may, from 
time to time, readjust the boundaries of the Federal Reserve 
districts and may create new districts, not to exceed a total of 
thirteen districts. 

Mr. Hennings has introduced a bill, S. 1635, to provide more 
varied representation of the country’s economic interests on 
the Board of Governors of the Federal Reserve System. He 
proposes to amend Section 10 of the Federal Reserve Act so as 
to provide that not less than one member of the Board shall be 
representative of the interests of labor, small business, or con- 
sumers. 

Mr. Brown of Georgia has introduced a bill, H. R. 6092, to 
amend the lending and borrowing limitations applicable to 
national banks, and to authorize the appointment of two addi- 
tional Deputy Comptrollers of the Currency. He proposes to 
amend the law so that a national bank may be indebted, in 
addition to the amount of its capital stock at such time actually 
paid in and remaining undiminished by losses or otherwise, to 
the amount of its unimpaired surplus fund; to extend the pro- 
visions of Paragraph (6) of Section 84 to refrigerated or frozen 
readily marketable staples, provided the exception shall not 
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apply to obligations of any one person, copartnership, associa- 
tion, or corporation arising from the same transaction and/or 
secured by the identical staples for more than six months; to 
extend the provisions of Paragraph (7) to dairy cattle, since 
it has been held that they do not fall within the term “live- 
stock” as used in that section; and to provide that negotiable 
or nonnegotiable installment consumer paper shall not be in- 
cluded in a dealer's line of credit, provided that the bank’s 
files or the knowledge of its officers of the financial condition 
of each maker of such obligations is reasonably adequate, and 
an officer of the association, designated for that purpose by the 
board of directors of the association, certifies that the respon- 
sibility of each maker of such obligation has been evaluated 
and the association is relying primarily upon each such maker 
for the payment of such obligations. 


He also proposes to amend Section 24 of the Federal Re- 
serve Act to provide that loans may be made under this section 
on a leasehold under a lease which does not expire, or which 
under its terms may be renewed or extended at the option of 
the lessee so that it will not expire, for at least ten years beyond 
the maturity date of the loan; to increase from 66 2/3 per centum 
to 75 per centum of the appraised value, the amount which 
may be loaned under this section; to exempt from this section 
real estate loans which are fully guaranteed or insured by a 
state, or by a state authority for the payment of the obligations 
of which the faith and credit of the state is pledged, if under 
the terms of the guaranty or insurance agreement the associa- 
tion will be assured of repayment in accordance with the terms 
of the mortgage; to include under the provisions of the third 
paragraph of this section loans made to finance the construction 
of industrial or commercial buildings and having maturities 
of not to exceed eighteen months where there is a valid and 
binding agreement entered into by a financially responsible 
lender to advance the full amount of the bank’s loan upon com- 
pletion of the buildings; to further amend said third paragraph 
to provide that a national banking association may invest in 
such loans not to exceed 100 per centum of its actually paid-in 
and unimpaired capital, plus 100 percentum of its unimpaired 








430 THE BANKING LAW JOURNAL 


surplus fund; and to amend said paragraph further to provide 
that loans made to manufacturing and industrial businesses 
where the association looks for repayment out of the operations 
of the borrower's business, relying primarily on the borrower's 
general credit standing and forecast of operations, with or 
without other security, but wishes to take a mortgage on the 
borrower's real estate as a precaution against contingencies, 
shall not be considered as real estate loans within the meaning 
of this section, but shall be classed as ordinary commercial loans. 


Representative Brown introduced another bill, H. R. 6093, 
which seeks to amend the national banking laws to clarify or 
eliminate ambiguities, to repeal certain laws which have become 
obsolete, and for other purposes. This bill appears to incorporate 
the non-controversial provisions of the Financial Institutions 
Act of 1957. 

Mr. Rhodes, of Pennsylvania, has introduced a bill, H. R. 
6323, to amend the Federal Reserve Act with respect to the 
number, term of office, and qualifications of members of the 
Board, to abolish the Open Market Committee and transfer 
its functions to the Board, and with respect to the qualifications 
of directors of Federal Reserve banks. He proposes to amend 
the eleventh paragraph of Section 4 of that Act, which deals 
with the number and qualifications of Class B members of the 
Board of Directors of the System, to include persons engaged 
in any business or professional occupation other than banking. 
He suggests that the membership of the Board be increased to 
sixteen, with twelve members of the Board being appointed 
by the President, by and with the advice and consent of the 
Senate, for terms of six years, and the other four of whom, the 
Secretaries of Labor, Commerce and Agriculture, and the Ad- 
ministrator of the Small Business Administration, shall be 
members by virtue of their offices. He also proposes to transfer 
to the Federal Reserve System all personnel, property, records, 
and unexpended balances of appropriations of the Federal Open 
Market Committee. 

Mr. Daddario has introduced a bill, H. R. 6558, to amend 
the Federal Deposit Insurance Act to provide that trust funds 
held by an insured bank shall not be eligible for deposit in- 
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surance or subject to assessment when they are deposited in an 
uninsured bank. 

Mr. Patman has introduced a bill, H. R. 6594, to create a 
Small Business Capital Bank System, under the supervision of 
the Small Business Administration, to increase the availability 
to small business of equity and long-term capital where such 
capital is not available on reasonable terms from existing sources. 


Federal Home Loan Bank Board 


The Federal Home Loan Bank Board has amended Section 
563.24 of its rules and regulations for Insurance of Accounts to 
provide that an insured institution shall not, for the opening 
or increasing of any account, give for any one such opening 
or any one such increase any give-away that has a monetary 
value in excess of $2.50. 


Board of Governors of the Federal Reserve System 


The opinion of the Board of Governors has been requested 
as to whether the transfer of assets from individual fiduciary 
accounts to a common trust funds, in exchange for participation 
therein, would be permitted under Section 206.17. The Board 
stated its opinion that the exchange of assets, other than for 
cash or nonmarketable United States obligations, for units of 
the common trust fund, either directly or indirectly, is not in 
conformity with the letter and the spirit of this section. 





CHECKS AND NOTES 
FOR BANK TAX MEN 


By ALLAN J. PARKER of the New York Bar 


Monthly Report of New Developments and Comments 


affecting the Income Taxation of Banks 





Bad Debt Reserve 


Under Mimeograph 6209, 1947-2 C.B. 26, supplemented 
by Revenue Ruling 54-148, 1954-1 C.B. 60, a bank may 
compute a reasonable addition to its reserve for bad debts by 
using a moving average experience factor for the determina- 
tion of the ratio of losses to outstanding loans. This moving 
average is determined on the basis of 20 years of experience, 
and the percentage so obtained is applied to loans outstanding 
at the close of the taxable year. This percentage determines 
the amount of the permissible reserve in the case of a bank 
changing to the reserve method in such year and the minimum 
reserve which the taxpayer will be entitled to maintain in 
future years. 


Revenue Ruling 59-38, I.R.B. 1959-11, 13 provides, how- 
ever, that if a bank does not wish to reach the prescribed ceiling 
on its bad debt reserve, it may add lesser amounts to the re- 
serve than the amount computed on the basis of the above 
moving average. The effect of claiming a smaller deduction 
currently is to postpone the date when the reserve will reach 
the prescribed ceiling and thereby postpone the date when de- 
ductible additions to the bad debt reserve may be diminished 
or even terminated. 


A special ruling, 1959-6 C.C.H. Fed. Tax. Rep. Par. 
6331 points out that a bank using the reserve bad debt method 
of accounting for banks set forth in Mimeograph 6209 and 
Revenue Ruling 54-148 swpra may change from an individual 
to an industry bad debt experience without obtaining renewed 
permission to continue to employ the reserve method of ac- 
counting for bad debts. The additions to the reserve must be 
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reasonable in the light of the facts and will depend primarily 
upon the total amount of debts outstanding as of the close of 
the taxable year, to be determined on audit. Advance permis- 
sion to change is not necessary. 


Common Trust Funds—Intertrust Transfer 
Does Not Result in Realization of Income 


A taxpayer was the beneficiary of Trust A, the assets of 
which had been invested by the trustee bank in its common trust 
fund. On July 14, 1954, the beneficiary became of age, at 
which point Trust A terminated. The beneficiary then 
created a living trust, Trust W, and directed the trustee to 
transfer units of participation in the common trust fund from 
the corpus of Trust A to the corpus of Trust W. On these 
facts, the Commissioner ruled that there was a “withdrawal” 
of a participating interest by a participant which constituted 
a sale or exchange of the interest by the participant, leading 
to the recognition of long-term capital gain. Revenue Ruling 
57-335, 1957-2 C.B. 322. 

In Wiggin v. United States, 59-1 U.S.T.C. Par. 9309 
(D. Mass. 1959) the court rejected the reasoning of the above 
Revenue Ruling and held that there was no withdrawal on 
such an inter-trust transfer. No funds changed hands; there 
was no surrender of indicia of ownership; nothing was received 
by the taxpayer. In the absence of something being received 
by the taxpayer, the court was at a loss to see how there could 
be a “withdrawal” in the sense in which the term is used in the 
statute. Accordingly, no “income” was realized within the 
meaning of Hisner v. Macomber, 252 U.S. 189 (1921). 

On this ground, the decision must be viewed with some 
caution. The well known definition of income as “income from 
capital or labor or combination thereof” contained in Eisner 
v. Macomber has been rather strictly limited to its facts (com- 
mon stock dividends) by such subsequent cases as Commissioner 
v. Glenshaw Glass Co., 8348 U.S. 26 (1955). Since the tax- 
payer had established Trust W, as her own voluntary act, it is 
no undue extension of the doctrine of constructive receipt to 
say that, in effect, she did withdraw assets from Trust A and 
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then immediately transferred them to Trust W. The mere 
fact that there was no shuffling of pieces of paper so that she 
received something tangible does not afford a sound basis for 
this decision. 


Federal Tax Liens and Levies 

As has been frequently noted, the law of Federal tax liens 
and levies affects banks in two ways: as a stakeholder, where 
the bank simply desires protection from having to pay the 
same claim twice, and as a creditor competing with the Govern- 
ment for the same funds. On the bank’s problems as a stake- 
holder, a recently decided lower court case in the City of New 
York, which would not otherwise merit comment, is noted 
because of an inadequate statement of the facts in the case as 
reported. LaSalle Music Corp. v. May T'. Magarian Restaur- 
ant, Inc., 59-1 U.S.T.C. Par. 9218 (City Ct. N.Y. Co. 1959). 

The delinquent taxpayer, R, sold all of its assets, pursuant 
to a contract of sale which left the sum of $1,000 in escrow 
with a third party, K. 

As might be expected, R owed money to a great many 
people including L, the plaintiff in the instant case, and the 
United States for delinquent taxes. The following is the 
chronology of events subsequently occurring. 


1. Assessment of Federal taxes. 

2. Service of warrant of attachment by L upon K 
pursuant to Section 941 of the Civil Practice Act. 

3. Service of Notice of Levy upon K by Internal 
Revenue Service. No warrant of distraint was served 
as service was effected in 1957 when the use of warrants 
of distraint had been discontinued by the Internal Rev- 
enue Service. 

4. Service of summons and complaint by L followed 
by entry of judgment in factor of L against R. 

5. Service of Notice of Motion under Section 794 
of the Civil Practice Act by L upon K. 

6. Filing by Internal Revenue Service of Notice of 
Lien. 


The court awarded the fund to L against the Government 
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on alternative grounds: (1) the Government had failed to 
serve a warrant of distraint upon K but only a notice of levy 
and (2) L, as a judgment-creditor, was protected from the 
Government’s tax claim until notice of lien was filed by the 
Government. Levy alone was not enough. 


To the extent that the case may be said to turn on the 
fact that the Government did not serve a warrant of distraint, 
it is simply and flatly wrong. Under I.R.C. Sec. 6331 and 
Regs. Sec. 301.6331-1(a) a warrant of distraint is no longer 
required. A notice of levy alone suffices. See Plumb, Fed- 
eral Tax Collection and Lien Problems, 138 Tax L. Rev. 247, 
272 (1958). 

The court’s opinion, however, does not mention the at- 
tachment by the plaintiff which occurred before the service of 
the notice of levy. Without this attachment, the notice of levy 
operates as a constructive seizure of the property. It clearly 
gives the Government priority. 

However, where the bank has been served with a warrant 
of attachment before it is served with a notice of levy, the 
practical dangers of having to pay the same claim twice are 
virtually eliminated. I.R.C. Section 6332(a) in that case 
relieves the bank from the necessity of paying over the debt to 
the Government. It simply needs to hold the property as the 
third party did in the instant case, subject to the order of the 
attaching court. Whether the Government or the delinquent 
taxpayer or the judgment-creditor eventually obtains the 
property is of no particular interest to the bank. 

Despite the attachment, however, the Government here 
should still prevail. The constructive seizure of the property 
under the notice of levy would seem to have perfected the 
Government’s lien even though payment of the property would 
be postponed because of the attachment. See In re Cherry 
Valley Homes, Inc., 255 F.2d 706 3rd Cir. 1958) ; Freeman 
v. Meyer, 258 F.2d 295, 298 (8rd Cir. 1958). 


Bank As Competing Creditor 


In a large number of cases, however, the bank is not a mere 
stakeholder but is actively competing with the Government for 
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the same funds of the delinquent taxpayer. Ordinarily, the 
Government has a lien on all property or rights to property of 
a delinquent taxpayer. I.R.C. Sec. 63821. However, under 
Sec. 6328 (a) this lien is not valid against a mortgagee, pledgee, 
purchaser or judgment-creditor until a notice of lien has been 
duly filed by the Government. 


Numerous construction problems arise in the interpretation 
of this section—such as who is a mortgagee, pledgee, purchaser 
or judgment-creditor. In South Western Bell Telephone Co. 
v. United States, 59 U.S.T.C. Par. 9182 (W.D. Okla. 1958) 
the court held that a special assignment coupled with a general 
assignment by a contractor of amounts payable to him pur- 
suant to his construction contract with a telephone company 
constituted the finance company a “purchaser” within the 
meaning of Section 5323(a). Accordingly, the Finance Com- 
pany prevailed over the claim of the Government for delinquent 
taxes. But Cf. R. F'. Ball Construction Co. v. United States, 
355 U.S. 587 (1958). 


In Chrysler Corp. v. Long & Long, Inc., 59-1 U.S.T.C. 
Par. 9237 (E.D. Mich. 1958) a chattel mortgage duly re- 
corded under Michigan Law in 1953 purported to grant a 
mortgage not only on the personal property then covered by 
the mortgage but on personal property of every kind and 
nature which at any time hereafter may be purchased in con- 
nection with the delinquent taxpayer’s business. It was held 
that the mortgage included accounts receivable and that such 
a mortgage applied to future as well as existing accounts. 
Under the circumstances the court ruled the mortgagees pre- 
vailed over the United States. 


A judgment-creditor, however, does not prevail over the 
Government under Section 6828(a) where the Government 
has timely filed notice of lien before the judgment-creditor 
served a third party subpoena on a person against whom the 
taxpayer holds a claim. It is immaterial that the taxpayer 
and the third party do not know of the filing by the Govern- 
ment of the notice of lien. United States v. New York Tele- 
coin Corp., 59-1 U.S.T.C. Par. 9255 (S.D.N.Y. 1955). 
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Enforcing Bank’s Lien over Government Tax Lien 


Where a bank or other creditor clearly does have a security 
interest, such as a mortgage, superior to the Government’s tax 
lien, questions may arise as to the method of enforcing this 
superior interest. In First National Bank of Emlenton v. 
United States, 59-1 U.S.T.C. Par. 9329 (8rd Cir. 1959) a 
District Director of Internal Revenue allegedly seized and 
sold certain equipment of a delinquent taxpayer upon which 
the bank held a valid chattel mortgage in disregard of the 
bank’s interest. The District Director did not surrender to the 
bank the net proceeds of the sale applicable to the bank’s prior 
mortgages. Instead, the entire proceeds of the sales were 
appropriated to the satisfaction of the tax lien and covered 
into the Treasury of the United States. 

The bank brought suit against the United States. It was 
held, in affirming dismissal, that the District Court lacked juris- 
diction. The bank was not attempting to recover a tax which 
it had paid under 28 U.S.C. Section 1340 granting District 
Courts jurisdiction over civil actions arising under any act 
of Congress providing for Internal Revenue. The bank was 
merely asserting a claim sounding in tort, not contract, and 
the United States has not consented to be sued under these 
circumstances. 

It was pointed out that the bank was not even yet fore- 
closed from maintaining suit against the District Director of 
Internal Revenue and that in legal contemplation such a suit 
was different from a suit against the United States. 

In a similar case where real estate was involved, a bank 
holding a mortgage superior to the Government’s tax lien, on 
default in the performance of the mortgage, foreclosed the 
mortgage pursuant to a power of sale therein contained. No 
notice of the sale was given to the United States. 

The bank then instituted an action to quiet title pursuant 
to 28 U.S.C. Section 2410, under which the United States has 
consented to be sued in an action to quiet title or foreclose a 
mortgage on property on which the United States has a mort- 
gage or other lien. 

The Government contended that the bank’s proper remedy 
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was under I.R.C. Section 7424 where the District Court may 
in its discretion determine the order of priority of liens and 
make such other orders as the circumstances require. The dif- 
ference between the two procedures was said to be that under 
an action to quiet title, the non-judicial foreclosure of the mort- 
gage lien pursuant to the power of sale continued therein, ex- 
tinguished the Federal tax lien without more. The taxpayer’s 
interest in the property was subject to defeasance under state 
law upon the exercise of the power of sale contained in the 
mortgage, and the Federal tax lien upon the mortgagor’s in- 
terest in the property rises to no greater status. United States 
v. Boyd, 246 F.2d 477 (5th Cir. 1957). 

The court, however, held for the Government that once 
the Government’s lien attached to the property, it could be 
removed only under federal rather than state law. A fore- 
closure naming the Government was necessary. A judicial 
sale would be required and the Government would have a right 
of redemption. The bank could not do indirectly what it could 
not do directly. It could not divest the United States of its 
interest in property without its consent and without giving it 
an opportunity to obtain the amount, if any, by which the 
value of the property exceeded the amount of the bank’s prior 
lien. United States v. Bank of America National Trust & Sav- 
ings Association, 59-1 U.S.T.C. Par. 9249 (9th Cir. 1959). 

A squarely conflicting case is presented by the 3rd Circuit’s 
decision in United States v. Brosnan, 59-1 U.S.T.C. Par. 9348 
(8rd Cir. 1959). Here the court held that State law must be 
looked to in order to determine those rights and incidents aris- 
ing from the federally created lien which are not prescribed by 
federal law. United States v. Bess, 357 U.S. 51 (1958). Ac- 
cordingly, the United States’ interest in the property, admitted- 
ly junior to the mortgage lien, could be divested without the 
consent of the United States where notice of the foreclosure 
was given to the United States. 

The Bank of America National Trust & Savings Associa- 
tion was specifically rejected. 


Examination of Bank Records By Government 
In its capacity as custodian of a great deal of financial in- 
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formation concerning its depositors, who are also taxpayers, 
a bank is frequently called upon to permit the Internal Rev- 
enue Service to examine its books and records relating to cer- 
tain depositor’s accounts. In Grant Foster v. United States, 
59-1 U.S.T.C. Par. 9330 (2nd Cir. 1959) the bank, served 
with such a subpoena under I.R.C. Section 7602 consulted with 
the taxpayer, a nonresident citizen of the United States, who 
desired the bank to resist the summons on the ground that 
the taxpayer was a bona fide resident of a foreign country 
during the period in question and therefore not subject to tax 
on earned income and secondly on the ground that the years 
in question were barred by the Statute of Limitations. 

The bank, appropriately, suggested that the taxpayer in- 
tervene in the case to carry the burden of the resistance to the 
summons. The intervenor contended primarily that before 
records of a time-barred year could be examined, there must 
be a showing of probable cause to believe that the years were 
still open by reason of fraud or otherwise. 

The court held that the Commissioner was entitled to an 
examination if it may shed light on whether a liability still 
exists or whether the Statute of Limitations has run. The 
Commissioner should not be required to prove grounds for be- 
lief that the liability was not barred prior to examination of 
the only records which provide the ultimate proof. 

Recently decided tax cases such as Hubner v. Tucker, 245 
F.2d 35 (9th Cir. 1957) and Local 174 v. United States, 240 
F.2d 387 (9th Cir. 1956) were held by the court to have been 
in effect overruled by the subsequently decided Supreme Court 
case of Civil Aeronautics Board v. Hermann, 353 U.S. 322 
(1957). Probable cause was not necessary and a constitutional 
question under the unreasonable search and seizures provision 
) of the Fourth Amendment is raised only where the examination 
: “is out of proportion to the ends sought”. The bank made 

no claim that compliance would cause it undue hardship. A 
concurring opinion would have denied the right of intervention 
and certainly would have not have given the intervenors stand- 
ing to take an appeal. 





BANKING BRIEFS 


Digest of current decisions in the field of trust receipts, conditional 


sales, chattel mortgages and other secured transactions 





Mortgagee Not Secured Creditor Where Chattel Is Sold 
Greathouse v. Millard, Kentucky Court of Appeals, December 12, 1958 


Under a floor planning arrangement where a mortgagee would pay 
for vehicles and the dealer would execute demand notes secured by 
chattel mortgages and where the mortgages required that the debt 
covering each vehicle be paid off by the dealer on or before the sale, 
the mortgagee was not a secured creditor between the time a vehicle was 
sold and the check paying off the mortgage was cashed. For similar 
decisions see B.L.J. Digest (Fifth Edition) § 862. 


Mortgage Invalid Under Michigan Bulk Chattel Mortgage Act 
In the Matter of Glassman; United Dairies, Inc. v. Hertzberg, 
United States Court of Appeals, Sixth Circuit, December 23, 1958 
Under the Michigan Bulk Chattel Mortgage Act a mortgage by a 
bankrupt to secure a past consideration, a present consideration and 
future advancements is void as against the mortgagor’s trustee in bank- 
ruptcy since the mortgagor's creditors were not given the notice re- 
quired under the Act and since the Act provided for no exceptions from 


the notice requirement as to present or future consideration. For similar 
decisions see B.L.J. Digest (Fifth Edition) § 874. 


Joint Mortgagor Recovers From Assignee 
Universal C.I.T. Credit Corporation v. Stewart, United States Court of Appeals, 
Fifth Circuit, January 14, 1959 

Where the assignee of a mortgage covering a vehicle repossessed 
the vehicle from a joint mortgagor on the ground that the mortgage 
payments were in default, the joint mortgagor was entitled to recover 
actual damages and also exemplary damages of $1,250 from the assignee 
because the joint mortgagor who had taken over the payments had 
not received notice of the change in payment date. For similar decisions 
see B.L.J. Digest (Fifth Edition) § 862. 
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Prior Recorded Mortgage Lien Prevails Over Federal Tax Lien 


United States v. Caruso, United States District Court, Western District of Pennsylvania, 
December 31, 1958 


The lien created by a mortgage duly recorded in 1956 was prior 
to federal tax liens arising from assessments made from 1955 through 
1957 because the notice of the tax liens was not filed until after the 
mortgage was recorded. It is not the levying of the assessment of taxes 
but rather the time of filing the notice of the tax liens which determines 
the priorities. For similar decisions see B.L.J. Digest (Fifth Edition) 
§ 821.4. 


Recent Articles Concerning Secured Credit Transactions 
The following articles are recommended reading in the field of 
secured credit transactions: 
Commercial Law. James S. Savage. 33 New York University Law 
Review, April 1958, page 506. 
Commercial Law. Donald Kepner. 13 Rutgers Law Review, Fall 1958, 
page 187. 
Inventory and Accounts Receivable Financing: The Maryland Maze. 
Shale D. Stiller. 18 Maryland Law Review, Summer 1958, page 185. 
Mortgages and Secured Transactions. Jack W. Plowman. 19 University 
of Pittsburgh Law Review, Winter 1958, page 292. 
Distinction Between Conversion and Trespass to Chattel. John R. Faust, 
Jr. Oregon Law Review, April 1958, page 256. 





BANKING LEGISLATIVE 
TRENDS IN THE STATES 





New legislative and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, as 
reported from state capitals and municipalities throughout the country, 
include the following: 


ALABAMA: A state legislative interim subcommittee headed by 
Rep. Bob Gilchrist of Morgan at this writing was completing the drafting 
of a proposed new Alabama law to regulate small loan companies. 

Still awaiting decision was the type of rate section to put in the 
measure. Also to be decided was what action, if any, to take on a 
proposed reorganization of the small loan division of the State Banking 
Department. 

The subcommittee earlier agreed on most other phases of the loan 
bill, including a stiff penalty section (six months in jail, $500 fine), no 
insurance, tighter control of collection practices, and a convenience 
and necessity clause. The subcommittee also favored making small loan 
firm records with the state open for public inspection. 


CALIFORNIA: A bill designed to curb abuses in the credit and 
installment sales field was passed by the California Assembly and sent 
to the State Senate. 

Introduced by Assemblyman Jesse M. Unruh, Los Angeles Democrat, 
the measure has the support of Governor Brown, the California Retailers 
Association and an Assembly subcommittee on spending and fiscal 
agencies headed by Unruh. It was proposed following a two-year 
study. 

Unruh said the bill would require a full disclosure of the terms of 
all sales contracts, except those on automobiles; set maximum interest 
on carrying charge rates; give the buyer the same defenses against later 
holders of his contract he has against the original holder; and provide 
his pay cannot be attached in less than 60 days after he defaults on his 
payments. 

He expressed belief that while some shady practices are being used 
by unscrupulous automobile dealers, the inclusion of provisions curbing 
their operations would have aroused opposition which could have killed 
the proposed legislation and the reforms it attempts to make. He sug- 
gested that subject be explored further. 

Under the measure, the maximum carrying charge rate would be set 
at 10 per cent for the first $1,000 and 8 per cent for amounts above 
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$1,000. This limitation is necessary, Unruh said, because the courts 
have held carrying charges are not interest and therefore not subject 
to the state’s usury laws. Revolving charge account rates could not 
exceed 1% per cent per month of each monthly balance on the first $1,000 
and 1 per cent per month on any excess of $1,000. 

These rates, Unruh added, are well above the rates now being 
charged by most legitimate operations. 

He explained the full disclosure provision would require the exact 
carrying charge to be stated in the contract and would void any contract 
signed in blank and filled in later. The buyer defense provisions, he 
continued, were designed to give the buyer recourse against shady 
operators who make a fast sale of shoddy merchandise and then sell 
the enforceable contract to a third party who can collect the full payment, 
even though the merchandise has since fallen to pieces. Another pro- 
vision would allow buyers the right to redeem goods where repossessions 
are made. 

Unruh said the proposed legislation would “close the one remaining 
loophole in California lending laws.” Assemblyman William Byron 
Rumford, Alameda County Democrat, a member of the subcommittee, 
added: “It takes the racketeering out of installment buying, a large 
American practice.” 

In another development, Unruh proposed legislation to stop un- 
scrupulous operations of some industrial loan banks which he said have 
bilked thousands of small investors out of many millions of dollars in 
California. 

His bill would ban loans to stockholders of the banks. It also would 
restrict the amount of money which could be loaned to any one person 
and would prohibit loans out of the state, except under certain carefully 
defined and limited circumstances. 

Officers and directors of the banks would be made personally liable 
for any losses which occurred in violation of the law. A violation where 
a large amount of savings was involved would be a felony. 

“I am confident,” Unruh declared, “that enactment of this legislation 
will close, perhaps, the major loophole now existing in California’s laws 
governing financial institutions.” 

Asserting that California laws now governing industrial loan banks 
are made to order for con artists and dishonest financial manipulators, 
Unruh added: 

“The legislation I have introduced will make it virtually impossible 
for a get rich operator to use the laws governing industrial loan banks 
in California to retire to South America on the money saved over the 
years by working people of this state. 

“The vast majority of these institutions are, of course, honestly and 
competently run, with no danger of failure.” 
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COLORADO: Bills to regulate installment sales financing of auto- 
mobiles and other commodities were approved by the Colorado House 
of Representatives. 

Still awaiting State Senate action at this writing, the bills were 
backed by finance company and automobile sales organizations. 

One of the measures would set the following limits on annual 
charges against the buyer in installment purchases of motor vehicles: 

On new cars sold in the same year of manufacture, $8 per $100 
borrowed; sold after the year of manufacture and used cars up to two 
years old, $12 per $100 borrowed; on cars two to four years old, $15 per 
$100; and on cars five years or older, $17 per $100. 

Another bill fixes the following annual maximum rates on installment 
purchases of appliance and other personal property: 

On the first $300 or less borrowed, $15 per $100; on $300 to $1,000, 
$12; and on loans exceeding $1,000, $10 per $100. 


DELAWARE: Two bills relating to installment sales contracts were 
introduced in the Delaware legislature by Rep. Paul E. Schockley, 
Wilmington Democrat, and others. 

One of the measures, listed as HB 198, would put a limit of 2 per 
cent on the service charge or investigation fee which may be added to 
money loaned or the price of goods purchased on the installment plan. 

The other, listed as HB 194, would put a limit of 5 per cent on the 
default charge which may be made for non-payment of an installment 
loan, charge account, or account receivable for merchandise purchased. 


ILLINOIS: A bill to regulate installment selling and financing of 
motor vehicles was introduced in the Illinois legislature by Senator 
Robert R. Canfield, Rockford Republican. 


IOWA: A bill increasing the small loan ceiling from $300 to $500 
was given final passage by the Iowa legislature and sent to the governor 
for signature. 

The measure sets the maximum interest at 3 per cent on the first 
$150 (unchanged); 2 per cent on the next $150 (also currently in 
effect); and 1% per cent on the last $200. 


MAINE: Governor Clauson signed into Maine law a legislative bill 
to limit the finance charge in renewed or extended contracts under the 
state motor vehicle sales finance act to the original financing rate. 


MASSACHUSETTS: State-chartered banks which want to transfer 
to the federal bank system would have to get permission from the State 


Board of Bank Incorporation under terms of a bill favorably reported 
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to the Massachusetts legislature by its committee on banks and banking. 
The measure is based on recommendations of the state bank commis- 
sioner. 

Under the proposal, a public hearing would be required on the hear- 
ing to give up state charter privileges. If the board refuses, the petitioner 
must wait another year to file application again and another hearing 
be advertised and held. 

The bill was drafted because of two attempts in the past three years 
of banks to get federal charter and permit affiliation with larger banks, 
seeking to extend their branch operations. 

It applies particularly to banks which are restricted from establishing 
branches outside their counties. 


MINNESOTA: A bill to reduce the interest rates and raise the ceil- 
ing on small loans was approved by the banking committee of the 
Minnesota House of Representatives after it had earlier been passed by 
the State Senate. 

The House committee, however, amended the bill to cut the proposed 
new small loan ceiling from $900 to $750. The present Minnesota ceiling 
is $300. 

As approved thus far, the bill calls for a rate of 2% per cent a month 
on the first $300 and 1% per cent thereafter. 


MISSOURI: A bill to regulate installment sales financing of motor 
vehicles was favorably reported to the Missouri Senate by its banking 
committee. 

Committee action was still awaited at this writing on two companion 
bills which would regulate installment sales financing of other consumer 
goods and the amount department stores may charge as a service fee 
on revolving charge accounts. 

Under the first bill, installment financing of automobiles would be 
regulated by placing a ceiling on the difference between the cash price 
and the time-sales price. The difference would be known as the time- 
price differential and would include all fees and charges made in con- 
nection with installment purchases. 

The ceiling on the installment charge on new cars would be fixed at 
$7 a year on each $100 of the unpaid balance. Charges would be higher 


on older cars, with a top of $16 on each $100 for cars four years old or 
older. 





NEBRASKA: A bill to regulate the retail installment selling of 
goods, including motor vehicles, was favorably reported to the Nebraska 
legislature by its banking, commerce and insurance committee. The 
measure was listed as LB 652. 
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NEVADA: By passing a bill to repeal the state small loan regulatory 
act, the 1959 Nevada legislature became the first in the state’s history 
to kill an initiative petition before the voters even got a good look at it. 

The small loan law was the act on which an initiative petition with 
11,000 signatures was filed last November. The petition would have 
been voted upon in 1960 if the legislature hadn’t repealed the law. 

Enactment of the repealer had been urged by William Sanford, an 
attorney for small loan companies, on the grounds that the firms could 
not operate if the voters approved the petition to cut interest rates on 
the first $300 of a loan from 3 to 1% per cent a month on the unpaid 
balance. 

In place of the small loan act, the legislature substituted a similar 
measure by another name which carries a slightly lower rate of interest 
on the first $300 but a higher rate on that part of loans in excess of that 
amount. 

With repeal of the former small loan act, the initiative petition will 
not even appear on the ballot. It was noted that even if Governor Sawyer 
vetoed the repealer, a vote on the petition would be meaningless 
because the new act allows loan companies to transfer to its provisions 
without cost. 


NEW JERSEY: Divergent views were expressed at a hearing con- 
ducted recently by the New Jersey State Banking and Insurance Depart- 
ment on proposed new rules and regulations establishing standards 
governing the issuance of life, health and accident insurance to guarantee 
retail purchases on the installment plan. 

The department drafted the new regulations under terms of legisla- 
tion enacted last year and patterned after a model drafted by the 
National Association of Insurance Commissioners. The regulations would 
go into effect next July 1. 

Under the proposals, the monthly premium rates per $1,000 of insur- 
ance would be $1 for less than $250,000; 85 cents for less than $1 million; 
77 cents for less than $5 million; and 69 cents for over $5 million. 

Single premium rates were established at 35 cents for six monthly 
payments, 64 cents for 12 payments, $1.21 for 24 payments and $1.76 for 
86 payments, all for $250,000 or less; for less than $1 million, the pay- 
ments would be 29 cents, 54 cents, $1.08 and $1.49; for less than $5 
million, 27 cents, 49 cents, 93 cents and $1.35; for $5 million or over, 
24 cents, 44 cents, 83 cents and $1.21. 

Opposition centered on a table establishing standards for premium 
rates. W. Harold Bittel, chief actuary for the department, who conducted 
the hearing, explained the rates could be changed upon application to 
the department. 

Sharpest objection to the proposed rules was expressed by Ronald 
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Roberts of the Old Republic Life Insurance Co. of Chicago, who 
declared the banking department under the new law had “far exceeded 
its authority” and the regulations “ignored the statute entirely.” 

Questioning the credibility of the department’s rates, Roberts said 
“we feel these figures are just a subterfuge and place a terrific burden 
on the insurer.” 

He said while his firm was very much in favor of the model bill 
drafted by the commissioners’ association the department “does not have 
the authority to set standards.” Asserting “you have shifted the burden 
of proof onto us,” Roberts was joined in this view by William Walsh of 
the Consumers Credit Organization and Edward Dunbar of Beneficial 
Management Corp. of Morristown. 

H. P. Yates, representing the Metropolitan Life Insurance Co., said 
“our feeling is that the rules are excellent and in the public interest.” 
Several others endorsed his view that there were several minor questions 
of phraseology. 

H. B. Cleveland, of the John Hancock Mutual Life Insurance Co., 
endorsed the “general purpose” of the new regulations. 


NEW MEXICO: Killed by the New Mexico Senate was a House- 
approved bill which would have regulated the form and content of retail 


installment sales contracts. It also would have specified the types of 
permissible charges. 


NEW YORK: A bill enacted by the New York legislature increased 
the maximum amount that small loan companies may lend from $500 
to $800 and boosted from % to 1 per cent the monthly interest rate on 
balance due above $300. 

Failing of New York legislative approval was an omnibus banking 
bill which, among other things, would have authorized state banks to 
form bank holding companies and would have broadened the branch 
banking privileges of commercial, savings and industrial banks and 
savings and loan associations. 


NORTH DAKOTA: A small loan regulatory bill fixing maximum 
rates on loans up to $1,000 was given final passage by the North Dakota 
legislature and sent to the governor for signature. 

The measure limits charges to 2% per cent per month on the unpaid 
balance up to $250; 2 per cent from $250 to $500; 1% per cent from $500 
to $750; and 1 per cent from there to $1,000. 

The bill was amended in the State Senate to provide that loans in 
excess of $1,000 would be at simple interest of 7 per cent per year. 
Another amendment provided for 60 cents on every $100 of loan for 
coverage by credit life insurance. 

Other bills enacted by the North Dakota legislature included House 
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Bill 538, revising the law regulating installment loans and conditional 
sales contracts; and House Bill 539, regulating revolving charge account 
agreements. 


RHODE ISLAND: A bill introduced in the Rhode Island legis- 
lature by Senate Minority Leader James H. Donnelly of North Kingstown 
would reduce from 8 to 2 per cent per month the maximum interest 
rate in small loans of more than $50 but less than $300. 


TENNESSEE: An administration bill aimed at cracking down on 
small loan endorsers was passed by the Tennessee House of Representa- 
tives and sent to the State Senate after being amended to exempt finance 
companies and installment sales firms from its provisions. This amend- 
ment had the backing of Governor Ellington. 

In urging passage of the bill, House Speaker James Bomar charged 
that endorsement firms, which arrange smal] loans for a fee, had collected 
enormous interest and in effect use a fountain pen “like a pistol” to 
prey on “poor and impoverished people.” 

The bill applies only to endorsement companies and brokerage firms 
by making them qualify under the Tennessee Industrial Loan and Thrift 
Act of 1951 or the Small Loan Act of 1925. 

Such regulation would enable them to charge only 6 per cent interest, 
plus 18 per cent fees and charges for a maximum of 24 per cent interest 
and fees annually. Presently not regulated at all, endorsers may charge 
as much as 300 per cent interest on a loan. 


Rejected by the House was an amendment proposed by Rep. Roland 
Prince of Oak Ridge that would have stopped the practice of “flipping,” 
that is, making loan after loan to the same person in such fashion that 
the borrower pays interest on interest; and would have provided that 
the endorser would get no portion of the premium on insurance policies 
required on the borrower's life. 


In another development, the Tennessee Senate passed a retail install- 
ment sales bill to regulate the sale of certain commodities other than 
motor vehicles. 

Under this measure, all installment contracts would be required to 
be in writing and the amount of time-price differential charge would be 
regulated so these charges could be made: 10 per cent on amounts up 
to $500; 8 per cent on amounts from $500 to $5,000; and 6 per cent on 
amounts over $5,000. 

In event of prepayment, a refund of interest paid would be required. 
Provision also would be made for delinquent charges and payment of 
attorney fees and court costs by the buyer if the transaction was referred 
to an attorney for collection. 
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TEXAS: Three small loan regulatory bills were referred to a sub- 
committee by the banks and banking committee of the Texas House 
of Representatives. 

One of the measures, listed as House Bill 58, by Rep. Criss Cole of 
Houston and others, embodies the State Legislative Council’s plan to 
regulate small loan operators, contingent upon approval by the voters of a 
proposed state constitutional amendment which would empower the 
legislature to provide for such regulation and set interest rates. The 
constitutional amendment, also sponsored by Cole, had been approved 
by the House and sent to the State Senate. 

Sponsors of the other two bills say they are not contingent upon 
adoption of the constitutional amendment. 

House Bill 34, by Representatives Don Kennard of Dallas and Franklin 
Spears of San Antonio, is almost identical to House Bill 58 except that 
it would set maximum gross charges of small loan operations, including 
the interest, on a graduated scale depending on the size of loans. The 
maximum charge would be 36 per cent per annum. 

House Bill 550, by Rep. Reagan Huffman of Marshall, has the backing 
of the small loan industry. It would regulate only loan brokerage 
operations—the arranging or negotiating of loans—on loans of $10 to 
$99 for periods of a year or less. It would leave the legal interest rate 
at 10 per cent per annum and allow licensed loan brokers to collect 
monthly brokerage service charges which would make gross charges 
for loans much higher than 10 per cent per annum. 

The Huffman bill would allow a company acting as a broker to 
arrange a loan for some other company and make a service charge of 
$2.05 per month on a $50 loan in addition to the legal 10 per cent per 
annum interest. 

Kennard said Huffman’s bill would not apply to all segments of the 
small loan industry, as would House Bills 58 and 34. He also said it 
would not prevent borrowers from being “clipped” through the sale of 
credit insurance or by other “gimmicks” on top of the brokerage charges. 
He further noted that the $99 limit on small loans would exclude many 
$100 loans. 


VERMONT: A report by the State Banking and Insurance Depart- 
ment revealed that 28,130 small loans totaling more than $10 million 
were issued in Vermont last year. 

Nearly 9,000 of them were for more than $500, under a 1957 law 
that raised the small loan ceiling from $300 to $600. 

Twenty-six licensed loan companies in the state issued a total of 
$10,462,093 in loans during the year, according to the report, and earned 
$44,175.82 before deduction of interest on borrowed funds. That repre- 
sented an increase of nearly $100,000 over the previous year. 





450 THE BANKING LAW JOURNAL 


Commissioner Alexander H. Miller said the average small loan in 
the state during 1958 was $371.92, as compared with a 1957 average of 
$317.15. 


WASHINGTON: Governor Rosellini signed into Washington state 
law a legislative bill prohibiting insurance or financial companies from 
requiring credit applicants to state their race, creed, color or national 
origin. 
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TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 


Dividend Declared Prior to Death Payable to Stockholders of 
Record After Death 


Provident Trust Company v. United States of America, United States District Court, 
Eastern District of Pennsylvania, February 3, 1959 


A stockholder of a corporation died May 17, 1950. Prior to his death 
the corporation declared dividends payable in June to stockholders of 
record on May 19, 1950. In an estate tax proceeding, Held: “ 
arguments based on the ex-dividend date are immaterial, since that 
date is of significance only where there is a sale of the stock very near 
the date. Here there was no such sale and the only important date is 
the record date. The problem is answered in [the] Regulations .. . 
‘Dividends declared to stockholders of record on or before date of the 
decedent’s death and not collected at such date constitute part of the 
gross estate.’ The dividends were declared to stockholders of record 
May 19. The date of record was not on or before the date of the 
decedent’s death, but two days thereafter. Since [the stockholder] was 
not living on the day on which were determined the persons entitled 
to the dividends, the dividends did not constitute a part of his estate.” 


Power to Invade for ‘Maintenance, Support and Comfort” too 
Limited to Qualify For Marital Deduction 
Estate of Noble, Tax Court of the United States, January 28, 1959 

Decedent by will established a residuary trust, with income to his 
wife for life and remainder to his children. The trustee was to pay so 
much of trust principal to the wife as she should direct if she deemed 
it “necessary or expedient in her discretion to use any of the corpus. . . . 
for her maintenance, support and comfort.” Decedent’s executrix sought 
to take an estate tax marital deduction for the value of the widow’s life 
estate. Held: The wife’s power to direct invasion of principal for 
her maintenance, support and comfort provides a fixed standard capable 
of measurement, i.e., to provide the kind of living the wife is accustomed 
to. Accordingly, the wife’s power to invade principal is a limited one 
and is not a power to appoint the entire principal which would qualify 
her life estate for the marital deduction. 
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Administration Expenses Not Deductible for Income Tax Purposes 
May be Deducted on Estate Tax Return 
Revenue Ruling 59-32, I.R.B. 1959-4, p. 17 

During one of its taxable years an estate received income of $200,000, 
of which $25,000 was tax-exempt interest from municipal bonds which 
were includible in decedent’s gross estate. During the same year the 
estate disbursed $80,000 in attorneys’ fees and administration expenses, 
none of which was directly attributable to either the taxable or the tax- 
exempt income. Decedent's executor wished to deduct the maximum 
allowable amount of such fees and expenses on the estate’s income tax 
return and to deduct the balance on the estate tax return. The above 
Ruling states that since deductible expenses must be apportioned 
between taxable and tax-exempt income for income tax purposes, only 
$70,000 of the $80,000 of expenses is allowable to the executor as an 
income tax deduction. However, an estate may allocate deductible 
expenses to either the estate tax return or the income tax return or to 
both in such proportions as it desires, provided there is no duplication 
of deductions. Accordingly, in this case the $10,000 of expenses not 
allowable as a deduction for income tax purposes is allowable as a 
deduction from the gross estate. 


Reciprocal Trusts Held Taxable as Transfers With Retained Life 
Estates 


Richards and the Chase Manhattan Bank v. Commissioner of Internal Revenue, 
Tax Court of the United States, March 17, 1959 

A husband executed a trust giving his wife the income for her life, 
then to their children for their lives, remainder to their grandchildren. 
The next day his wife executed a trust giving the husband the income 
for his life, remainder to their children. The trusts were approximately 
equal in size and were drafted by the same attorney. After the husband 
and wife died the Commissioner sought to include the value of the 
trust created by the husband in the wife’s gross estate and the value of 
the trust created by the wife in the husband’s gross estate. Held: The 
trusts were reciprocal trusts, each executed in consideration of the other. 
Each settlor, in effect, bargained for a life estate. Accordingly, the 
trusts are includible in the respective gross estates as subjects of transfers 
with retained life estates. 
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TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 


estates, descent, distribution and corporate fiduciaries 


Bequest of Automobile When Contract Pending For a Turn-In on a 
New Model 
Love v. Estate of Long, Mississippi Supreme Court, January 12, 1959 

Decedent bequeathed to the claimant the automobile which he might 
own at his death. When he died decedent owned a six-year old car but 
had executed a contract for and paid a deposit on a new car. The old 
car was to be traded in for the new one, but decedent still had the old 
one and not the new one when he died. The claimant received and 
used the old car for some time before she asked that the contract be 
completed and the new car delivered to her. Held: The claimant is 
entitled only to the old car. Decedent's will did not make a bequest 
of a car yet to be purchased. 


Trustees Must Invade Principal Even When They Know Beneficiary 
Will Waste Money 


Schofield v. Commerce Trust Company, Kansas City (Missouri) Court of Appeals, 
December |, 1958 


Trustees were directed to continue to hold a remainder interest in 
trust and to apply such interest to the upkeep and maintenance of the 
remainderman beneficiary. The trustees were expressly authorized to 
invade trust principal for this purpose. After the beneficiary’s death the 
trust fund was to go to the trust settlor’s legal heirs. Knowing the 
beneficiary was an alcoholic and incapable of earning a living, the trus- 
tees wished to avoid having to invade principal and told the beneficiary 
that they would pay him only a set sum per month. The beneficiary 
brought an action to compel the trustees to pay him a reasonable sum 
for his maintenance. Held: The trust instrument clearly provides that 
the trustees must pay the beneficiary enough to maintain him, even if 
trust principal, which happens to be more than sufficient for this purpose, 
has to be invaded. The trustees must make up to the beneficiary the 
difference between the reasonable amount which was necessary for his 
maintenance to date and the amount actually paid to date; and payments 
must continue at the same reasonable amount during the beneficiary’s 
lifetime unless circumstances warrant a change. 
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Reversion of Income to Settlor’s Estate an Unlawful Accumulation 
Estate of Brower, New York Surrogate’s Court, Queens County, 
140 New York Law Journal 13, December 31, 1958 

A residuary trust provided that two children were to receive trust 
income during their lives, with remainder to their children upon the death 
of the survivor of them. The trust also provided: “Upon the death 
of either my said daughter or son, I direct the income herein devised 
to the one so dying during her or his lifetime, shall from the time of such 
death, revert to and become part of my residuary estate and be added 
to the principal thereof.” The son died. In a construction proceeding, 
Held: “The quoted provision constitutes an attempt to accumulate in- 
come in violation of Section 16 of the Personal Property Law. Accord- 
ingly, the trustee is directed to pay the income, formerly payable to 
[the son] to [those] who are presumptively entitled to the next eventual 
estate.” 


Paying Commissions Allowed When There are Different Trustees 
for Successive Trusts 


Estate of Finck, New York County Surrogate's Court, 141 New York Law Journal 13, 
February 19, 1959 

By his will a brother established a trust for the life of his sister and 
appointed two named individuals as trustees. Upon the death of the 
sister trust principal was to be paid over to and held by a trust com- 
pany in trust for certain charitable purposes. The sister died and the 
individual trustees accounted and sought commissions for paying out 
trust principal to the trust company which was to act as trustee of the 
succeeding trust. Held: “. .. paying out commissions are not allow- 
able where a primary trust, measured upon a life, is followed by a 
secondary trust for charitable purposes and the same trustee adminis- 
ters the continuing trust . . . but there is an open question as to the 
applicability of [the Surrogate’s Court Act] to a situation where, under 
a similar trust plan, a testator designated one trustee of the primary 
trust and a different trustee of the charitable trust ... The accounting 
trustees are not trustees of a charitable trust and they are not transmitting 
principal funds to themselves as trustees of a continuing trust for a 
secondary purpose. The trustees will have completed their duties under 
the will when they transmit the fund to the trust company and their 
trust administration will then terminate. The court does not consider 
[the Surrogate’s Court Act] as applicable to the accounting trustees 
and, accordingly, paying out commissions are allowed to them.” 
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Advances by Income Beneficiary Cannot be Repaid Out of 
Remaindermen’‘s Future Income 
Estate of Elliott, New York County Surrogate's Court, 141 New York Law Journal 13, 
February 20, 1959 

The life beneficiary of a trust of real property advanced trust income 
to pay certain principal charges such as mortgage interest. After the 
life beneficiary died, her administrator demanded repayment of the 
advances from the remaindermen of the trust. The remaindermen 
asked instead to be allowed to postpone liquidation of the trust property 
until a more appropriate time and, during such period, to repay the 
advances out of future income from the property. Held: “.. . lacking 
the consent which in the beneficiary’s lifetime permitted income to 
assume principal charges, there is no basis for denying payment of the 
amount concededly due. Were this court to make no direction as to a 
sale, it still would be necessary to make an adjudication as to the in- 
debtedness to the estate of the beneficiary and any decree so made could 
be enforced against the real property . . . in the event the remainder- 
men are not prepared to reimburse the income beneficiary’s estate from 
their personal resources, a sale of the real property should be had and 
the decree herein will so direct.” 


Victims of Decedent’s Malfeasance Are Not Beneficiaries of a 
Trust For Their Benefit 
Want v. Alfred M. Best Company, South Carolina Supreme Court, October 13, 1958 


Decedent's estate was insolvent. Certain persons had claims against 
the estate for funds collected for them by decedent but not remitted to 
them and for funds placed in decedent’s hand for investment but mis- 
appropriated or dissipated by him. They urged that such property as 
decedent owned at the time of his death should be considered as a trust 
for their benefit. Held: Decedent did not hold any special fund at 
the time of his death identifiable as being for the benefit of the claimants. 
Accordingly, the claimants are not beneficiaries of a trust but merely 
creditors of the estate. Their claims are therefore subordinate to claims 
for funeral and administration expenses, dower and homestead and also 
to the claim of the Government for tax deficiencies. 
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Edited by OSCAR LASDON 


Silver 


Ac ape attention to the burst 
of activity in international 
silver transactions, an article in the 
London Financial Times notes the 
opinion, in some dealer quarters, 
that this might very well be the 
first sign of a change in the basic 
demand-supply relationship. Such 
a change, the article observes, 
could eventually force prices 
through the ceiling imposed by the 
Roosevelt Administration twenty- 
five years ago, when it launched its 
silver rehabilitation program. 

Since the start of the year, silver 
prices have been hardening in 
London and New York, where the 
bulk of world turnover occurs. 
Prices in New York rose to just a 
shade below 91 cents per ounce— 
the level at which the Treasury can 
release metal from official stocks to 
satisfy domestic requirements. 
Prices in London were a bit higher, 
and close to the point at which the 
metal could profitably be shipped 
from New York. United Kingdom 
prices, therefore, were knocking 
against the American official ceil- 
ing. 

Since the war, market prices for 
silver have occasionally made con- 
tact with the U.S. limit. However, 
the recent closing of the gap has 
now aroused more than usual in- 
terest. According to the Financial 
Times, the thought prevails that we 
may be witnessing the initial re- 
sult of a play of factors that could 
change the whole shape of the 
world market. 
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Of course, the silver market has 
in many ways been an artificial 
market since the early 30s. At that 
time, the Administration decided to 
intervene and give silver increased 
importance as a monetary metal. 
Since the war, the market has also 
been artificial, but for another 
reason. The demand for consump- 
tion in the arts and in industry, for 
coinage and for other monetary 
purposes, has tended to regularly 
outstrip production. The major 
reason why supply has frequently 
shown a tendency to exceed de- 
mand arises from the ability of 
many nations to supply the market 
with metal—released by the de- 
monetization of their silver coin- 
age. 

Now, says the Financial Times, 
this flow of demonetized metal is 
at last starting to dwindle, and this 
could mark a major change in the 
supply-demand relationship. And 
the impact of this is being empha- 
sized by two other important fac- 
tors. Industry and art are resuming 
their earlier expansion in the use 
of the metal, and the silver coin 
is starting to come back into 
fashion. France, it may be noted, 
has decided to use 30 million 
ounces of silver over the next two 
years in minting new franc coin- 
age. 

“In 


short,” the article adds, 
“demand is tending to move still 
further ahead of production just at 
the time when the stream of de- 
monetized metal is starting to dry 
up. That could have explosive 
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effects on the price structure in any 
other market. But it is hardly 
likely to do so in silver, for a while 
at least. For it is quite certain that 
this situation can be taken care of 
by the American Treasury’s ‘ceiling 
machinery.” 

Existing legislation permits the 
Treasury to sell silver to domestic 
users whenever the price reaches 
91 cents and also obliges the 
Government to buy home-produced 
metal at 90% cents. Two elements 
will frustrate any tendency for the 
market to price beyond the 91 
cent level; first are the official 
sales to domestic consumers; 
second is the diversion into the 
market of the 40 million ounces 
which domestic mines are putting 
into official stocks every year. 

Over the near-term, it is appar- 
ent that the increase in the demand 
for silver—in relation to the supply 


—is not likely to have an effect on 


world price. But, on the other 
hand, the Treasury does not 
possess unlimited stocks of silver to 
sell on the open market; also, a 
substantial proportion of the silver 
stock must be retained as a cur- 
rency reserve. Things to watch are 
a continued increase in the use of 
silver, and the exhaustion of U.S. 
Treasury-held silver stocks avail- 
able for sale. After that, diversion 
of U.S. production into the market 
might be insufficient to balance 
demand, and the 91 cent ceiling 
could ultimately be pierced. 

Nevertheless, this is not believed 
to be a near-term probability. 


Business Outlook 

At the turn of the year, Econ- 
omist William R. Biggs of the 
Bank of New York estimated 1959 
Gross National Product at $470 
billion and the level of industrial 
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production at over 145 in terms of 
the Federal Reserve index. Taking 
a second look, he now finds no 
reason to change these forecasts, 
except to raise his sights moder- 
ately. 

Signs are accumulating that in- 
dustry is accelerating its plans for 
capital expenditures and a definite, 
if not spectacular, improvement is 
anticipated as starting in the 
second half. In the interim, con- 
sumers’ incomes and spending are 
continuing to expand. This is the 
case even though unemployment is 
high, as related to the rate of in- 
dustrial activity. 

Mr. Biggs explains this apparent 
contradiction between the rise in 
personal incomes and the sub- 
stantial level of unemployment as 
follows. Hours of work have in- 
creased more rapidly than in 
previous recoveries; this is attribut- 
able to the fact that there is every 
incentive for employers to stretch 
hours rather than hire new em- 
ployees; even the expense of over- 
time pay may not compensate for 
additional social security taxes and 
fringe benefits. 

The Bank of New York economist 
expects continued recovery in the 
first half of the year and record 
corporate profits. A temporary 
setback may occur in the third 
quarter. Industry has been ac- 
cumulating copper and steel in 
anticipation of strikes; even if a 
strike does not materialize, some 
temporary abatement in demand 
may result. 

However, signs are increasing 
that capital spending, increased 
demand for automobiles, and re- 
newed recovery in Western Europe 
will support and stimulate the 
economy after a third quarter inter- 
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ruption. “If the pattern works out 
as we expect,” says Economist 
Biggs, “the last quarter of 1959 and 
the first half of 1960 should see 
further increases in Gross National 
Product and industrial production.” 

With respect to possible adverse 
international developments, these 
seem more likely to accelerate, 
rather than retard, the improve- 
ment in business. 


Investments 


Theories underlying the selec- 
tion of investments are not only 
intriguing to bank investment 
officers, but are of great practical 
importance as well. Worthy of 
repetition is a listing of the five 
basic approaches, as classified by 
research associate David Norr of 
the New York Stock Exchange firm 
of Burnham & Co. These are: 

1. Quality issues. 

2. Capturing a trend. 

8. Asset value situations. 

4. Exposure to a major product 
breakthrough. 

5. Unusually low price-earnings 
ratio. 

Selecting quality issues is the 
most common approach, says Mr. 
Norr. Through the years, leading 
equities in electric utilities, drugs, 
steel, oil and chemical industries 
have given an excellent perform- 
ance. In effect, this method calls 
for investing in situations with a 
favorable long-term economic 
climate. Management is relied 
upon to meet all problems and to 
take advantage of all opportunities. 

The more aggressive investor, 
who is usually already fortified 
with a nucleus of well-established 
issues, may employ other ap- 
proaches. One of these involves 
capturing a trend. Exploiting an 
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area of shortage is an example, 
When supply does not suffice 
demand, prices rise; expansion 
yields an excellent return, price- 
earnings ratios advance, and the 
economic spotlight is focused on 
such shortages. To illustrate, in 
recent years strong market gains 
accompanied shortages of com- 
modities such as nickel, copper and 
oil. However, because supply and 
demand fluctuate, deficits are 
eventually eased. And although 
there are no apparent shortages 
today, it is interesting to note the 
trend in meat packing costs, which 
are declining more rapidly than 
selling prices in that industry, thus 
permitting a widening of profit 
margins. 

The third approach, continues 
Mr. Norr, is use of the analyst’s 
classic asset value _ situation. 
Occasionally, the price of a stock 
may decline to a point below its 
equity in the net liquid assets of 
the company. This is generally at 
a time when earning power is re- 
duced, for some special set of 
reasons. Later, operations improve, 
idle or excess facilities are con- 
verted into cash, and the assets 
again enjoy a fair measure of 
earning power. Buying the stock 
when the company is apparently 
worth more dead than alive often 
reaps a good reward. 

Technique number four—ex- 
posure to a major development— 
should best be combined with a 
minimum of risk, wherever pos- 
sible. This affords a measure of 
protection should the anticipated 
event fail to occur. Mr. Norr 
points out that technical achieve- 
ments in electronics, copying 
devices, photography and drugs 
are typical of some of the oppor- 
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tunities which occur from time to 
time in security analysis. Oil 
analysts, for example, are inclined 
to play major wildcat wells on the 
following theory. If the stock is 
worth what it sells for prior to the 
discovery, one achieves exposure to 
a major increase in value at no 
extra cost. 

Category number five character- 
izes those meteoric situations 
which seem to arise about once a 
year in corporate finance. A com- 
pany may generate a surge of earn- 
power within a year’s time, perhaps 
as much as a five-fold increase. 
This is such a startling and 
dramatic development that the 
stock becomes a volume leader and 
appreciates sharply within a short 
period, while many investors are 
unable to comprehend the success 
of the achievement. Early recogni- 
tion of the change in operations in 
such situations can be _ richly 
rewarding. 

Mr. Norr observes that success 
can be attained through judicious 
use of a single method or, if the 
investor's requirements so dictate, 
through the adoption of a com- 
bination of methods. 


Interstate Investments in 
Federally Insured Mortgages 


Banks making interstate invest- 
ments in Federally insured mort- 
gages will find most useful a plan 
of procedures developed by the 
ABA Department of Mortgage 
Finance. This plan applies whether 
the investments are for the bank’s 
own account or for clients, includ- 
ing pension plan trusts. The pro- 
cedures encompass buying, selling, 
servicing, and custody. 

The plan, offered in booklet 
form and made available to mem- 
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bers of the American Bankers 
Association at nominal cost, in- 
cludes eight steps. These are 
illustrated with the necessary 
forms which, however, may require 
modifications on the advice of 
individual bank counsel. The 


steps are: offering letter, the 
commitment letter, submission 
sheet, standards, certificate of 


deposit, service and custody agree- 
ment, report, and a draft of opinion 
of counsel to pension trustee in 
connection with the purchase of 
mortgages. 

Based on legal studies made by 
law firms in New York, California 
and Texas, the plan was formu- 
lated by John J. Redfield of 
Cadwalader, Wickersham and Taft 
under the direction of the ABA 
Subcommittee on Pension Fund 
Mortgage Investments, under the 
chairmanship of Cowles Andrus, 
senior vice president of the New 
Jersey Bank and Trust Company 
of Passaic, N.J. 


Bank Shareholder Relations 


Another new booklet being made 
available by the ABA is a manual 
on “Bank Shareholder Relations.” 


Because the goodwill of share- 
holders is an important asset to 
every bank, this manual prods 
management to take advantage of 
all opportunities to cultivate the 
support and confidence of the 
owners. Shareholders can and 
should play a vital role in the 
progress of banks, and a good 
communications program is essen- 
tial to a successful shareholder 
relations program. 

The manual, developed by the 
ABA Public Relations Council, is 
comprised of eight sections and 
views the subject from the stand- 
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point of both bank management 
and shareholders. It includes a 
check list of the “ingredients” of a 
bank shareholder relations pro- 
gram, methods of obtaining share- 
holder reaction, shareholder aids 
and references to source material, 
as well as a check list of share- 
holder relations ideas. 


According to the ABA Public 
Relations Council, the need for 
such a manual was indicated by 
recent surveys. Although most 
banks recognize the importance of 
planned public relations, relatively 
few banks have fully developed 
programs for year-round cultiva- 
tion of stockholder goodwill. 
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Odds and Ends 

The Mercantile Trust Company 
of St. Louis, Mo. has made avail- 
able “A Collection of Ten Pamph- 
lets on Municipal Bonds,” an 
instructive and informative docu- 
ment written in layman fashion. 

Those interested in foreign 
exchange may wish to obtain a new 
56-page booklet, “The New York 
Foreign Exchange Market,” 
authored by Alan R. Holmes. It 
deals primarily with a description 
of the New York foreign exchange 
market as it exists and operates 
today. Copies are available from 
the Publications Division of the 
Federal Reserve Bank of New 
York at 50 cents each. 


BOOKS FOR BANKERS 


EXECUTIVE SELECTION: 
HOW PSYCHOLOGISTS CAN 
HELP is a report by graduate 
students of the Harvard Business 
School. 127 pages. $12.50. Pub- 
lished by Management Reports, 
Box 136, Cambridge 38, Mass- 
achusetts. A group of second- 
year students at the Harvard 
Business School have done in- 
dustry a distinct service by pro- 
ducing for the first time a 
comprehensive study of the use 
of psychology in the thorny 
problem of executive selection. 
“Executive Selection: How 

Psychologists Can Help” is man- 


agement’s first handbook in the 
use of psychology as a manage- 
ment tool. What the authors 
have done is to conduct a num- 
ber of intensive interviews with 
psychologists who are currently 
dealing with management prob- 
lems. To balance this they have 
interviewed a number of man- 
agers who have employed psy- 
chologists, particularly in execu- 
tive selection. The result is a 
detailed summary of the practice 
of psychological evaluation with 
emphasis on what both manage- 
ment and the psychologist expect 
to accomplish and what the final 
results actually are. 
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THINGS WORTH KEEPING 





Nobody has to tell this Marine the 
most important reason in the world 
for peace. He holds it in his arms. 
But the cold fact is: peace costs 
money. Money for strength to help 
keep the peace. Money for science 
and education to make peace last- 
ing. And money saved by individu- 


als to keep our economy healthy. 
Uv. S. 


ica’s Peace Power. It not 
money for you. Itearns peace. 
us keep the things worth 

Are you buying as many as you 
might? 


HELP STRENGTHEN AMERICA’S PEACE POWER 


BUY U.S. SAVINGS BONDS 


The U.S. Government does not thi ote Department thanks 
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HANDBOOK OF 
FEDERAL BANKING LAW 


(1956 Edition and 1958 Supplement) 
Compiled by Thor W. Kolle, Jr., of the New York Bar 


Federal Reserve Act—National Bank Act—Othe 
Federal Banking Laws—Completely Indexed = 


The 1956 edition of FEDERAL 
BANKING LAWS and the 1958 
Supplement are now ready for 
delivery. Since our last edition 
Congress has enacted many im- 
portant statutes. 

FEDERAL BANKING LAWS 
contains in one compact volume 
all of the Federal laws affecting 
member banks, State and Na- 
tional, of the Federal Reserve 
System and non-member banks, 
insured under the Federal De- 
posit Insurance Law. 


FEDERAL BANKING LAWS 
contains the provisions of all of 
these statutes, that is to say, the 
Federal Reserve -Act, the Na- 


tional Bank Act, subsequl 
banking acts and other 
the United States regulat 
banking, as amended to d 
The Bank Holding Compl 
Act and all legislation throy 
the 1958 Session of 
are included. 


The provisions of these vari 

laws are co-ordinated and @6 
fied under one system follo W 
the plan used in the Code 
Laws of the United Sts 


There is one complahail 
so that no matter what statu 
reference you may be Io 
for, you will be able to log 
without delay. 4 


(Price $10.00 delivered including 1958 Supplement) 
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